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THE FINANCIAL INSTITUTIONS INSOLVENCY 
IMPROVEMENT ACT OF 1999— S. 958 



WEDNESDAY, MAY 5, 1999 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on Financial Institutions, 

Washington, DC. 

The Subcommittee met at 9:45 a.m., in room SD-538 of the Dirk- 
sen Senate OfQce Building, Senator Robert F. Bennett (Chairman 
of the Subcommittee) presiding. 

OPENING STATEMENT OF SENATOR ROBERT F. BENNETT 

Senator Bennett. The Subcommittee will come to order. 

I would ask the witnesses to take their seats at the table, and 
I apologize for the delay in starting. We get eveiything organized, 
and then the Senate disrupts our schedule by making us do things 
like voting. 

[Laughter.] 

This is a very busy day. The Financial Modernization bill is on 
the floor of the Senate, and there are some who have suggested 
that, under this kind of competing pressure, perhaps we should 
put this off, but I feel that it s important enough that we should 
get it done, get the information into the record, and try to move 
along as quickly as we can. We are perhaps not going to be joined 
by as many Members of the Subcommittee as would normally be 
the case, given the other pressures around banking legislation, but 
they will have the record available to them. 

We are going to receive testimony today on S. 958, the Financial 
Institutions In^lvency Improvement Act of 1999, which was intro- 
duced yesterday. In March 1998, the President's Working Group on 
Financial Markets recommended that changes to our banking laws 
be made to protect our economy from systemic risk when one party 
to a financial transaction becomes insolvent. This recommendation 
was reiterated last week in the Working Group's r^ort entitled, 
''Hedge Funds, Leverage, and the Lessons of Long-Term Capital 
Management." 

There's a title that will stir the blood, that will cause people to 
stay up nights with a page-turner. 

[Laughter.] 

The report noted that these provisions are generally recognized 
to be important to market stability. They serve to protect the likeli- 
hood that the procedure for resolving a single insolvency will trig- 
ger other insolvencies, due to the inability of creditors to control 

(1) 
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their market risk. In other words, this protects the market from fi- 
nancial systemic risk, the domino effect. 

The Financial Institutions Insolvency Improvement Act is based 
largely on the recommendations of the Working Group. Congress- 
man Jim Leach, the Chairman of the House Bankine Committee, 
introduced similar Iwislation last year and manv of me provisions 
are contained in H.K. 833, the Banknu>tcy Reform bill, which is 
currently working its way through the House. 

Althouc^ similar provisions were included in the Senate's bank- 
ruptcy bill last year, the Judiciary Committee dropped them from 
this yearns bill, as they clearly fall within the jurisdiction of the 
Banlang Committee. I have asked Chairman Gramm to entertain 
holding an expedited markup of this legislation, as I believe it is 
lareely bee of controversjr. 

We may want to consider, again, making it part of the larger 
bankruptcy reform effort on the floor in the form of an amendment. 
If we decide to do that, the information developed at today's hear- 
ing will be very helpful. Agsdn, that is one of me reasons we have 
scheduled this neanng in spite of the other competing pressures. 

With that, we will go to our witnesses. William Kroener is Gen- 
eral Counsel of the Federal Deposit Insurance Corporation. The 
Bond Market Association is represented hy Paul Scheufele, who is 
a Managing Director at Credit Suisse Furst Boston Coiporation. 
Maijorie Gross, who is a Senior Vice President and Associate Gen- 
eral Counsel at The Chase Manhattan Bank, is representing The 
Financial Services Roundtable. Last, but not least, Don Thompson, 
Vice President and Assistant General Counsel at J.P. Morgan, is 
here on behalf of the American Bankers Association and the ABA 
Securities Association. 

We will begin with Mr. Kroener, and continue throuj^ the wit- 
nesses in that order. 

Mr. Kroener, thank you very much for being here. We will hear 
from you first. 

OPENING STATEMENT OF WILLIAM F. KROENER m 

GENERAL COUNSEL 

FEDERAL DEPOSIT INSURANCE CORPORATION 

Mr. Kroener. Thank you, Mr. Chairman. 

Chairman Bennett, on behalf of the Federal Deposit Insurance 
Corporation. I appreciate the opportunity to present our views on 
legislation designed to update laws governing the treatment of cer- 
tam financial contracts at insolvent banks. In particular, I would 
like to commend you, Mr. Chairman, for introducing the Financial 
Institutions Insolvency Improvement Act of 1999. 

The Financial Institutions Insolvency Improvement Act adopts 
proposals of the President's Working Group on Financial Markets. 
The FDIC participated in the Working Group and assisted in draft- 
ing the proposals. As you noted in your opening statement this 
morning, those recommendations were reiterated by the Working 
Group as recently as last week. 

We strondy support this legislation, and we urge its prompt pas- 
sage. Your legislation, Mr. Chairman, r^resents the portion of the 
Working Group's recommendations which would amend banking 
statutes. Other provisions in the Working Group's proposals that 



Digitized by 



Googk 



change bankruptcy law have been introduced by Senator Crassly 
as Title IX of S. 625. It is very important that both these bills be 
enacted. 

Banks and corporations use derivative contracts to shape market, 
liquidity, and credit risk profQes. The benefits of derivative con- 
tracts to the world economy include less concentrated risk in end- 
user banks and corporations. By entering into these contracts, the 
end user is afforded the opportunity to secure more stable earn- 
ings, for example, when interest rates change dramatically. 

Your legislation will result in much more consistent and predict- 
able rules to govern events when one party to a financial derivative 
contract becomes insolvent. As a result, market participants will 
have a better understanding of their rights and will be able to 
more accurately assess and manage the risks that may arise fit)m 
derivative contracts. 

The Federal Deposit Insurance Act, the Federal Deposit Insur- 
ance Corporation Improvement Act, the Banlaruptcy Code, and the 
Securities Investor Ftotection Act of 1970 are the principal statutes 
that determine what happens to derivative and related financial 
contracts when one parfy becomes insolvent. These statutory re- 
gimes differ significantly. One of the primsoy goals of tlie Working 
Group has been to enhance the predictability for market partici- 
pants by harmonizing the definitions and substantive provisions of 
these statutes. 

Insolvencies of insured institutions are not governed by the 
Bankruptcy Code, but by bank receiven^p provisions of the Fed- 
eral Deposit Insurance Act and the National Bank Act. The legisla- 
tion will clarify the FDIC's ri|^t, as receiver for failed banks and 
thrifts, to transfer qualified financial contracts, so-called QFC's. In 
addition, the legislation will enhance the ability of the FDIC to 
transfer QFC's firom the failed bank or thrifl; to new solvent par- 
ties, thereby reducing disruption of contracts and markets. 

Both the Federal Deposit Insurance Act and the Bankruptcy 
Code grant those who have entered into financial derivative con- 
tracts with parties that subsequently become insolvent greater 
rights than tiiese statutes grant those who enter into most other 
types of contracts. In the case of a derivative contract, a market 
participant has greater rights to terminate the contract and to net, 
dollar for dollar, its obligations to the insolvent against the insol- 
vent's debts to the counterparty. The statutes are more intricate 
than this brief description, but that is an overview. 

Netting may be defined as taking what I owe you and what you 
owe me on several contracts, and subtracting or 'letting'* the two 
figures to arrive at a single amount for payment by one of us to 
the other. Netting can be a valuable creoit risk management tool 
in all multiple transaction relationships by reducing tlie credit and 
the liquidity exposures to counterparty insolvency. It does this by 
eliminating large fimds transfers for each transaction in favor of a 
much smaUer net payment. Netting helps reduce systemic risk by 
reducing the nimiber and size of payments necessaiy to complete 
transactions. As a result, it allows for greater liquidity in the sys- 
tem by reducing the amounts necessary for each party to settle its 
transactions. 
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The Financial Institutions Insolvency Improvement Act of 1999 
addresses several significant issues for bank receiverships, while 
providing additional clarification and consistency that reduces sys- 
temic risk in all insolvencies. The bill has three principal elements. 

First, the proposed legislation strengthens me statutory protec- 
tions for the netting of financial market contracts. It revises and 
clarifies the definitions of the types of contracts that benefit firom 
netting in line with market innovations and practice. It expands 
the availability of the risk-reduction benefits of close-out netting to 
agreements encompassing a nimiber of financial market contracts 
and, thereby, fiirther reduces the potential settiement risks to mar- 
ket participants. 

Second, it makes the treatment of financial market contracts 
more consistent under the Federal Deposit Insurance Act and tiie 
Bankruptcy Code, one of the primary goals of the Working Group. 
There is littie justification for treating identical financial market 
contracts differently dependent solely upon whether the counter- 
party is an insured depository institution subject to the Federal De- 
posit Insurance Act or an entity subject to the Bankruptcy Code. 
The importance of consistent insolvency treatment to risk manage- 
ment in the financial markets strongly recommends enactment of 
this legislation. 

Third, the legislation clarifies the rights of the FDIC as receiver 
for a faUed bamL or thrifl;. This will help ensure that the resolution 
of a failed depository institution can be accomplished at tiie lowest 
possible cost to the insurance fimds administered by the FDIC, 
while preserving for market participants tiie ability to promptly net 
out their contracts with failed depository institutions. 

We believe passage of the legislation will reduce systemic risk in 
our financial markets, while balancing the public interest in efifec- 
tive and orderly resolution of failed insured banks and thrifl». Clar- 
ification of these provisions is also important for the continuation 
of financial market innovations and for the continued stability and 
growth of our financial system. The proposed legislation will play 
a very important role in allowing the United States to maintain its 
world leadership in providing a legal structure that fadUtates pru- 
dent oversight and risk management, while protecting the markets 
firom systemic risks potentially created by insolvencies of market 
participants by ensuring the availability of termination and close- 
out netting. 

S. 625, tiie bankruptcy reform legislation recentiy reported out of 
the Judiciary Committee, currently does not include the important 
amendments to the banking law tiiat are contained in tiie Finan- 
cial Institutions Insolvency Improvement Act of 1999. We would 
urge that S. 625 be amended to include your bill. This will result 
in improvements to the netting of financial contracts that will ben- 
efit the market, market participants, and the creditors of failed 
banks and thrifl». 

Mr. Chairman, I would be happy to answer any questions you 
mm have. 

Senator Bennett. Thank you very much, Mr. Kroener. We ap- 
preciate vour testimony. 

Mr. Sdbeufele. 
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OPENING STATEMENT OF PAUL G. SCHEUFBLE 

CHAIRMAN, FUNDING DIVISION EXECUTIVE COMMITTEE 

THE BOND MARKET ASSOCIATION, AND MANAGING DIRECTOR 

CREDIT SUISSE FIRST BOSTON CORPORATION 

Mr. SCHEUFELE. Good morning, Chairman Bennett and Members 
of the Subcommittee. My name is Paul Scheufele, and I am a Man- 
aging Director at Credit Suisse First Boston in New York. I am 
here today in my capacity as Chairman of The Bond Market Asso- 
ciation's Funding Division. We commend you, Chairman Bennett, 
for vour leadersmp on these important issues, and look forward to 
working with you toward enactment of your legislation, the Finan- 
cial Institutions Insolvency Improvement Act of 1999. 

We are all here today because of our deep concern for the same 
issue, systemic risk. Technological innovation, fast-moving capital 
flows, interconnected activities, and globalization characterize to- 
day's financial markets. Nearly every transaction in the financial 
markets is offset with other transactions. In this environment, the 
failure of even one large market participant can have sudden and 
potentially devastating effects on the entire system. The Bank- 
ruptcy Code and bank insolvency laws contain provisions which 
were intended to prevent financial contagion, but these measures 
have become badly outdated since their last revision 10 years ago. 

Of particular importance are provisions which facilitate a nsk- 
management process known as ''cross-product netting.** The partici- 
pants in today's complex financial markets are parties to multiple 
transactions involving many different types of financial products. 
For example, when a U.S. corporation issues debt, the issuer typi- 
cally sells U.S. Treasury securities to hedge against rising interest 
rates. The buyer of those treasuries may be a hedge fimd that then 
sells German government debt under the belief that U.S. treasuries 
will outperform German government bond yields. The hedge fimd 
may use repurchase agreements, or ''repos,'' to finance its purchase 
of U.S. treasuries and to cover its short position in German govern- 
ment bonds. Further, the hedge fimd may buy a foreign exchange 
forward contract to hedge against a decline in the dollar versus the 
Deutsche mark. 

It is easy to see that, in a matter of seconds, the decisions made 
in the treasurer's ofQce of a U.S. industrial corporation can estab- 
lish a chain of events that affect bond yields and foreign exchange 
rates in Europe, Asia, and the rest of the world. Just as quickly 
as capital formation events cascade through the global financial 
system, the failure of even a single large market participant can 
have sudden and negative results on ouiers. Interestingly, the fi- 
nancial markets have adopted a phrase coined during the cold war 
period, 'ihe domino effect,** to describe financial systemic risk. In 
the post-cold war era of globalization, it is financial contagion that 
your legislation will help to avoid. 

A vital tool in managing these risks is the ability of each partici- 
pant to understand its total exposure to any given counterparty, 
and to net out various obligations across product classes, so-called 
''cross-product netting.** When a party with various financial con- 
tracts outstanding enters into bankruptcy or insolvency, the liquid- 
ity of our markets depends on the abiUty of its counterparties to 
settle or net-out those multiple obligations through a single netting 
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process. When different types of financial contracts are involved, 
say a repo, a swap, and a forward contract, it is difficult to know 
with certainty if we can settle those multiple transactions and obli- 
gations through a single, efficient netting process. 

If the counterparties having a faltering market participant were 
unable to close out and liquidate their &iancial transactions, thqr 
could then find themselves with large exposwres that remained 
unsatisfied indefinitely, forced to hold securities in a rapidly declin- 
ing market, and consequently unable to satisfy obligations to their 
counterparties. Hence, the domino effect of systemic risk. 

By clarifying the ability of the market participants to engage in 
so-called ''cross-product netting," your drait bill would improve the 
effectiveness of the risk-management process, and significantly re- 
duce overall levels of risk in the finanaal markets. 

We are pleased that you and your colleagues in Congress have 
taken such a strong interest in this much-needed legislation to pro- 
tect our financial markets. This hearing is timely in light of the 
release last week of the report by the President's Womng Group 
on Financial Markets: lleage Funds, Leverage, and the Lessons m 
Long-Term Capital Management." We would like to join the Presi- 
dent's Working Group in reemphasizing that the protections con- 
tained in your legislation are absolutely necessary to the ongoing 
soundness of our financial markets. 

Mr. Chairman, the endorsement of the Working Group for your 
legislation and companion legislation that was recently reported 
by the Senate Judiaary Committee, underscores the importance of 
this issue. 

Some of the most difficult questions in the wake of the recent 
global financial crisis involved lending. It is important to recognize 
that the 1^^ protections for close-out, netting, and foreclosure 
rie^ts provide mcreased certainty to market participants before 
they enter into contracts. Parties seeking credit throu^ the use of 
protective financial contracts know that their counterparties will 
have the risht to take immediate action to limit the damage of an 
isolated faimre. The legal certainty around this issue compels the 
borrower to manage their financial risk more prudently, since they 
understand the consequences triggered by their failure to perform 
on the contract. 

I would like to emphasize that the financial contracts protected 
your legislation play a vital role in supporting the market for 

.S. Treasury securities which benefits eveiy American taxpayer 
by lowering borrowing costs for the Federal Government. The pri- 
mary reason for these low borrowing costs is Uquidity provided by 
an active repurchase agreement market. 

Investors, corporations, governments, and central banks also ben- 
efit firom a wide range of transactions. For example, a swap allows 
these entities to he^e virtually any type of economic risk. Other 
types of contracts also fiilfill important economic roles. All of these 
instruments would eiqoy greater legal certainty throuj^ enactment 
of your legislation. 

Mr. Chairman, your financial institutions insolvency les^ation 
is urgently needed, and we hope the Congress wiU act during this 
period of global financial calm. The time to fix the roof is when the 
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sun is shining. We look forward to working with you toward enact- 
ment of this legislation. 

I would be nappy to answer any questions that you may have. 

Senator Bennett. Thank you very much, Mr. Scheufele. 

Ms. Gross. 

OPENING STATEMENT OF MARJORIE E. GROSS 

SENIOR VICE PRESIDENT AND ASSOCIATE GENERAL COUNSEL 

THE CHASE MANHATTAN BANK 

ON BEHALF OF THE FINANCIAL SERVICES ROUNDTABLE 

Ms. Gross. Thank you veiy much, Mr. Chairman. My name is 
Marjorie Gross. I am a Senior Vice President and Associate Gen- 
eral Counsel at The Chase Manhattan Bank in New York. I head 
a group of lawyers who represent the bank and its ai&liates when 
they deal in foreign exchange or derivatives, or act as an under- 
writer or dealer in securities. Fm pleased to be here today on be- 
half of The Financial Services Roundtable to support the raiancial 
Institutions Insolvency Improvement Act of 1999. 

Tlie Federal Deposit Insurance Act, known as FDIA, currently al- 
lows a counterparty who has entered into certain financial trans- 
actions with a financial institution to exercise default remedies to 
limit its exposure when the financial institution becomes subject to 
a receiversnip proceeding, notwithstanding any stays or any mor- 
atoriimis that otherwise might apply. Those default remedies in- 
clude terminating and closing out the transactions, determining the 
fair market value of each part/s obUgations, netting the amounts 
owing by the two parties to determine a single net amount, and liq- 
uidating any margin or any collateral that secures the defaulting 
part/s obligations. 

Agreements that provide for these default remedies are generally 
known as netting agreements. The Act does two things to ensure 
the enforceability of netting agreements: It clarifies the types of fi- 
nancial contracts that are covered and it harmonizes FDlA's close- 
outprovisions with similar provisions in the Bankruptcy Code. 

Tne Act is a result of cooperation between a broad coalition of 
participants in the financial services industiy, includbig members 
of The Roundtable, and the President's Workmg Group on Finan- 
cial Markets which, as you noted, Mr. Chairman, reiterated the im- 
portance of these provisions in its recent report on hedge fimds. 

Tlie amendments are more in the nature of technical changes 
than substantive or policy changes. They don't extend the scope of 
FDIA beyond that envisioned by existing le^slation. However, they 
are important to banks. They cover a variety of capital markets 
transactions that are vital financing and risk management tools, 
including foreign exchange transactions, repurchase agreements 
(also known as repos), and swaps and options on interest and ex- 
change rates, credit defaults, and equity and commodity prices. 

For over a decade, banks and other participants in the capital 
markets have been developing master netting agreements to cover 
their capital markets transactions. There are a nimiber of bene- 
ficial effects when the bankruptcy law governing a defaulting party 
allows the enforcement of netting provisions and doesn't make 
them subject to any stays, or allow the receiver to ''cherry pick," 
that is, enforce transactions that are favorable to the defaidtmg fi- 
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nandal institutioiiy but repudiate transactionB that are favorable to 
the nondefaulting party. 

FirBty it allows any credit providers under these contracts to cal- 
culate their exposure to tfaeur counterparties with certainty. That 
enhances risk management. 

Second, it reduces risk by reducing the credit provider's exposure 
to the counterpart from the gross amount to the net amount. It 
also makes it less ukely that a single large default will have a rip- 
ple efifect throughout the financial sjrstem. 

One statistic will show you how important the enforceability of 
netting can be. My own institution is a migor dealer in financial 
produd»y most of which fall within the definition of swap agree- 
ments under the Act. As a result of the legal certainty provid^ by 
FDIA for close-out and netting, we are able to reduce our risk to 
domestic financial institutions by over 90 percent. 

The third benefit of enforceable netting is that under the risk- 
based capital rules of the banking regulators, if a bank's exposure 
is reduced through netting its capital costs are reduced accord- 
u^gly> which enables it to oner better pricing. 

in previous amendments to FDIA to protect netting agreements, 
Congress has recognized the vital economic role that tnese financial 
contracts perform. Unfortunately, the pace of innovation in the fi- 
nancial markete has outetripped current law. In addition, there are 
now some inconsistencies between FDIA and the Bankruptcy Code. 
That means that sometimes the enforceability of a creditor's righto 
under a master agreement can depend on what type of entity ite 
counterparty is. 

The Act would fix these problems. I would like to hi^ilii^t just 
a few of the beneficial things the Act would do. My written testi- 
mony contains even more examples of the improvemente that your 
Act would make. 

First, it makes clear that the definition of repurchase agreement 
includes repos on three additional types of assets: qualified foreign 
government securities, mortgage-related securities, and mortgage 
k>ans. These asseto are firequently financed with repos. 

Second, the definition of swap agreement would be amended to 
provide legal certainty for several additional transactions, includ- 
ing derivatives on equities, and credit spreads, swaps, and options, 
all of which are producto that were developed or became more prev- 
alent since the last amendment to FDIA. 

Third, fiiture innovations in risk management would be protected 
since the Act covers swap, fiiture, or option transactions that may 
in the future be regularly entered into in the swap market. 

Finally, the Act would give fiirther protection to righto under 
credit enhancemento, whi(£ are increasingly used to reduce expo- 
sure under capital marketo transactions. 

In summary, the provisions of the Act are extremely important 
to aihance legal certainty and reduce risks. 

Mr. Chairman, we urge you to continue your efiorte to pass this 
law quickly. 

Thank you. 

Senator Bennett. Thank you veiy much. 

Now, Mr. Thompson, you're batting cleanup. 
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OPENING STATEMENT OF DON THOMPSON 

VICE PRESIDENT AND ASSISTANT GENERAL COUNSEL 

J J». MORGAN & COMPANY, INC., NEW YORK, NEW YORK 

ON BEHALF OF THE AMERICAN BANKERS ASSOCIATION 

AND THE ABA SECURITIES ASSOCIATION 

Mr. THOBiPSON. Mr. Chairman, Members of the Subcommittee, 
my name is Don Thompson. On behalf of the American Bankers 
Association, I appreciate the opportunity to give our views on this 
important and much-needed legislation. 

I have represented J.P. Morgan in its full range of derivatives ac- 
tivities since 1987. In this capacity, I have overall responsibiUty for 
reviewing the legal enforceabiUty of derivatives contracts, including 
the enforceability of contractual netting provisions. J.P. Morgan is 
one of the world's largest derivatives dealers and has been active 
in the global derivatives markets, both as an end user and dealer, 
since 1985. As of the end of 1998, J.P. Morgan had outstanding de- 
rivatives contracts with notional amounts m excess of $5 trillion 

I am also an active participant in various industry trade asso- 
ciations specifically targeted to derivative activities, including the 
International Swaps and Derivatives Association and the American 
Bankers Association's securities affiliate, ABASA. In these capac- 
ities, I participate extensively in drafting netting agreements that 
serve as industiy templates, revievdng legal opinions in many ju- 
risdictions relating to close-out netting, and otherwise educating 
the industry and other interested parties about derivatives trans- 
actions and the benefits associated with netting. It is on behalf of 
the ABA and ABASA that I appear here today. 

Mr. Chairman, I commend you for holding this hearing on the 
need to update bank insolvency laws as they apply to the treat- 
ment of swap agreements, repurchase agreements, securities con- 
tracts, and other similar financial instruments. The issues which 
are under consideration by the Subcommittee are very important 
to J.P. Morgan, to the membership of the ABA and ABASA, and 
to the derivatives market as a whole. 

Commercial banks use derivative instruments both as end users 
and as dealers. As end users, commercial banks, much like other 
entities, generally use derivative instruments to manage their own 
institution's risks and reduce funding costs, thereby enabling them 
to make credit more widely available in their local communities. It 
has been estimated that approximately 450 banks used derivative 
contracts in 1998. 

Many of the ABASA's members, including my own organization, 
along with nonbank broker-dealer affiliates and other firms, also 
serve as derivatives dealers, capitalizing on their abiUty to under- 
stand the financial needs and risk management objectives of their 
many customers, and enabling them to manage those risks. 

As both end users and dealers, commercial banks are subject to 
the insolvency provisions of the FDIA while nonbank participants 
are subiect to the Bankruptcy Code. Congress has previously recog- 
nized the, importance of having all participants in tiie derivatives 
markets operate under insolvency regimes that are consistent. To 
that end, the FDIA has been amended several times in the past 
to reduce inconsistencies between the insolvency provisions of^the 
FDIA and the Bankruptcy Code. 
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The ABA aid ABASA urge tiie Cammittee to anend tiie FDIA 
in acder to provide greater rpr t ainiy nffgw i fiiig tiie ^fp** ^^ 
daL OMitrai^i^ digiMff fiar ueiiiug. and to eqp&citly fBnaait_ 
onmterpartiei to net eqpoRiccs ■■■ iimh JiiBgieut tsfgem of: 



The ainjMiifHUMitM aaggBsted tmlay, as yon hme niitwl, _ 

hosed iQNiit the proraeab previuuid y augpaite d fay the Pteaideiitfa 
Worikiiig Granp on PtiiHiicial MarfcRte. The need fiir these amend* 
stents IS reaL 

Iiuui i aiiu n in the marltetai has tieated amhiBnitie a as to mdiethcr 
certain t ypes of finauaal instrumen ts fit within the < atHg!iri«i of 
instrumen ti i iefiiieil in the FDIA as eftgihle fiar netting: These 



faiginties need to be acbhessed. As the ftifaoommittBe is well aware, 
xy inmortsmt becaose it gnahlgg the parties to these 
to lemoe both their ridk egqioBaie to inifividnal ooon- 
F as well as their aggregaUg r^ exposure , hi redmau g 
F, counterpa rties also reduce systemic lidc, that is, the 



fikefifaood that one counterparty fiofaire wiQ cantribnte to the fiel- 
me of other market participants «wrf c ause wu M it tii gl firMwirtgl mar* 

The credit derivat nFcs m^rt^ fc provid es an excellent g g amp li* of a 
i w^rt^ fc ipriiere innovat ion and legitimate riA mg n gg gmflftt prac- 
tioes are hampered by a lackof legid J^ n Mit tt y i^ww'wtiiitg ^» net- 
tine tie atuie nt of those trai ismttious under the Bankruptcy Code 
and tiie FDIA. 'Dns lack of legied certainty has rewdted in some of 
J.P. Iforgan's clients dedinmg to enter mto legitimate risk man- 
agement transactioos linked to credit because of the ladL of cer- 
tainty tliat their eipusure to Morgan under those Gredit4inkBd 
transactions could be netted md offset against other derivative 
tf aus a<'.tnwis witfi Morgan. 

Without tile legal certainty wfaidi would be afibrded by your leg** 
iriation, innovation can be stifled in tiie U.S. capital markets mid 
partiCRiants piiwaftd at a competitive disadvant^gie to o&er OMuir 
tries that broadly recognize and give effisct to contractual neUini^ 
pravimons. 

Amendments to tiie FDIA are also needed to remove legal unoer^ 
tainties witfi l e sp e tt to the idnlity of market participants to net one 
type of eaqxisure, audi as tliat aiiang under a repurdiase agree- 
ment, agamst another type of e xp o sur e , sudi as that arising under 
Bvrofi agreements, under a ao-called ''master netting aneemenL'* 
Cross-product netting, as was noted, reduces systemic risk and im- 
proves liquidily in tiie markets foar these financial instxumenfts^ 

By approving tiie proposed amendments to the FDIA, the process 
begun in previous congresses of ensuring consistency betoseen bank 
insolvency laws and tne Ban k r up tc y C^e will continue. Conaist- 
epey between tiie insolvency laws as they apply to all counterpar- 
ties, bank and nonbank alike, will extend the benefits of netting to 
all market particq;miits and maximigse its bencdSts fiur tiie economy 
and the capital markets as a whole. 

In conclusion, we stron^y urge the Committee to approve the 
proposed amendments to t£e FDIA, and we locdc forward to earfy 
consideration by tiie Senate. 

Thank you. 

Senator BENNETT. Thank you. 
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I hesitate to ask any questions, because all of you have stated 
that you are for the legislation. We were unable to get anybody to 
come in who was opposed to this. I beUeve we should adjourn and 
be done with it. Nonettieless, I do want to pursue a few tlungs. 

Ms. Gross, of the financial products or contracts that are not cov- 
ered, are there any that are not covered by the provisions of my 
bill that are commonly included in netting arrangements? In other 
words, is there something that commonly goes on which is not cov- 
ered by the bill? 

Ms. Gross. Well, we were having a discussion, before the hearing 
began, about whether a master master agreement is covered by the 
bill, and I think a nimiber of us would like to look at the language 
of tiie bill to make sure those are covered. 

Tliere are market participants who try to do as many trans- 
actions as possible under a single master agreement, usually the 
International Swaps and Derivatives Association's master agree- 
ment. But currently, that master agreement doesn't, for example, 
cover repo agreements. 

The industry is therefore talking about doing a so-called master 
master agreement in which you could cover various master agree- 
ments covering specific products so that, for example, if you did 
your repos under a Bona Market Association repo agreement, and 
your foreign exchange transactions under an International Foreign 
Exchange Master Agreement, and your derivatives under an ISDA 
Master Agreement, afi;er you had netted down all of your trans- 
actions under each of those agreements, you could net across the 
agreements. 

We would very much like to ensure that those kinds of master 
master agreements are included because the same risk reduction 
philosophy would apply to a master master. 

Senator Bennett. You put your finger on the one concern I have 
about moving as rapidly as we are. 

It's nice to have every witness come in and state that you need 
to do this or you need to do that. We have a vehicle that we might 
attach tlus to on the floor of the Senate in the form of an amend- 
ment in order to get it done. We can then walk away thinking, 
**Wow, we really broke the record here in terms of speed." 

However firustrating it is to witness the deliberative process in 
the Congress, very often something turns up that you didn't know 
about, tiie process slows down, and negotiations begin. 

With this hearing, we want to take advantage of the speed, but 
we also want to be sure we have covered every contingency, so my 
request to each of you, instead of Questions, would be that you ad- 
dress the question that has been talked about here. 

Is there anything left out, inadvertently, I assure you, but left 
out that needs to be there? 

Is there any subject that we have not talked about that we need 
to illuminate? 

If, indeed, we are successful in getting this attached to a bill on 
the floor and moved quickly, we won't have the time that normally 
accrues in the legislative process to fix the oops factor that almost 
always comes into legislation. That being the case, rather than pur- 
sue specific questions, if we discover things as we go through your 
written testimony, and the written testimony of each of you will of 
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course be made a part of the record, we will come back to you with 
specific questions. 

I would ask you to do the same. As you go back and kick back 
and relax and say, '^ell, I made it through that testimony without 
any serious bruises," if something happens to come to mind where 
you say, ''Ooiw, I wish I would hiave mentioned that," will you be 
sure to share it with the Subcommittee as quickly as you can? 

Mr. Kroener. Yes, sir. 

Mr. SCHEUFELE. Yes. 

Ms. Gross. Certainly. 

Mr. Thompson. Yes, sir. 

Senator Bennett. Thank you. 

If any of you have any comments you would like to make about 
any of me testimony you have heard today, I would like to give you 
that opportunity at tms time. 

[No response.] 

We thank you ^ain for all of your help. 

Mr. Kroener. Tnank you ve^ much, Mr. Chairman. 

Mr. SCHEUFELE. Thank you, Mr. Chairman. 

Ms. Gross. Thank you. 

Mr. Thompson. Thank you, Mr. Chairman. 

The hearing is a4joumed. 

[Whereupon, at 10:20 a.m., Wednesday, May 5, 1999, the hearing 
was a4joumed.] 

[Prepared statements and additional material supplied for the 
record follow:] 
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prepared statement of wdlxiam f. kroener iii 

General Counsel 
Federal Deposit Insurance Corporation 

May 5, 1999 

Chairman Bennett, Ranking Member Bryan, and Members of the Subcommittee, 
on behalf of the Federal Deposit Insurance Corporation. I appreciate the opportunity 
to present our views on legislation designed to update laws governing the treatment 
of certain financial contracts at insolvent banks. In particular, I would like to com- 
mend you, Mr. Chairman, for introducing the Financial Institutions Insolvent Im- 
provement Act of 1999. 

The Financial Institutions Insolvencv Improvement Act of 1999 adopts proposals 
of the President's Working Grou^ on Financial Markets. The FDIC partiapated on 
the Working Group and assisted in drafting the proposals. We strongly support this 
legislation and urge its prompt passage. Your legislation, Mr. Chairman, represents 
that portion of the Working Group's recommendations that would amend Banking 
statutes. Other provisions in the Working Group's proposals that chan^ bankrupt^ 
law have been introduced 1^ Senator Grassley as Title DC of S. 625. It is important 
that both these bills be enacted. 

The legislation will result in more consistent and predictable rules to govern 
events when one party to a financial derivative contract becomes insolvent Enact- 
ment of the bUls will clarify the rights of the parties to a derivative contract and 
the treatment of those contracts if a parbr becomes insolvent. As a result, market 
participants wiU have a better understanding of their rights and will be able to as- 
sess more accurately and to manace the risks arising fi!om derivative contracts. The 
Financial Institutions Insolvency Improvement Act of 1999 will dari^ the FDICs 
rii^t, as the receiver for failed banks and thrifts, to transfer any qualified financial 
contracts ((SPCs). In addition, the leeislation wul enhance the ability of the FDIC 
to transfer QFC's firom the fiuled bank or thrift to new solvent parties, therein re- 
ducing disruption of contracts and financial markets. 

The Role of Derivatives and Crose-Netting 

I would like to provide some background on the role that financial derivatives 
play in our financial markets and economy. Banks and corporations use derivative 
contracts to shape market, liquidity, and credit risk profiles. Some banks use these 
contracts strictly as end users to manage their internal risk profiles, while other 
dealer banks are net providers of these contracts. Dealer banks provide these con- 
tracts both to end-user banks and to end-user corporate clients ana, thus, are impor- 
tant links in the chain of providing financial intermediation services. In addition, 
these banks match end users with ofisetting risk profiles. They also enter into con- 
tracts with end users that shift these risks directly to them. Dealer banks have a 
broader array of markets to distribute these exposures and greater technical exper- 
tise to effectively manage these risks on a elobai basis than do most end users. 

The benefits of derivative contracts to tne world economy include much less con- 
centrated risk in end-user banks and end-user corporations. By entering into these 
contracts, the end user is afforded the opportunity to secure more stable earnings, 
for example, when interest rates change dramatically. Derivative contracts allow 
end users to concentrate expertise in the core business lines that are most iiEuniliar 
to them with only a small diversion of resources to understand and manage the 
risks of the contracts. 

One of the k^ elements in reducing risk to the capital markets is the availabiliW 
of dose-out netong for certain types of financial contracts in the event of the insol- 
vency of one party. Netting may De defined as taking what I owe you and what you 
owe me on several contracts and subtracting or 'iietting" those two figures to arrive 
at a single amount for payment by one of us. Netting can be a valuable credit risk 
management tool in all multiple transaction relationships 1^ reducing the credit 
and liquidity exposures to counterparty insolvency. It does this by eliminating large 
fiinds transfers for each transaction in favor of a smaller net payment. 

With the adoption of the Bankruptcy Code in 1978 and amendments to the Fed- 
eral Deposit Insurance Act (FDI Act) in 1989, Federal law has been amended to pro- 
vide greater certainty to participants in our capital markets if one party becomes 
insolvent The series of 'iietting'^ amendments to the Bankrupt^ Code and the FDI 
Act over the past two decades were designed to further the policy goal of minimizing 
the systemic risks potentially arising from certain interrelated financial activities 
and markets. Systemic risk has been defined as the risk that a disruption — at a 
firm, in a market segment, to a settlement system, etc. — can cause widespread dif- 
ficulties at other firms, in other market segments, or in the financial system as a 
whole. Netting helps reduce this risk by reducing the number and size of payments 
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necessary to complete transactions. As a result, it allows greater liquidity in the qrs- 
tem by reducing the amounts necessary for each party to settle its transactions. If 
partiapants in certain financial activities are unable to enforce their rights to termi- 
nate financial contracts with an insolvent entity in a timely manner, and o£bet or 
net payment and other transfer obligations and entitlements arising under su^ 
contracts, the resulting uncertainty and potential lack of liquidity could increase the 
risk of an intermarket disruption. 

Statutory Backgromid 

The Bankruptcy Code, the FDI Act, the Federal Deposit Insurance Corporation 
Improvement Act (FDICIA), and the Securities Investor Protection Act of 1970 are 
the principal statutes that determine what happens to derivative and related finan- 
cial contracts when one party becomes insolvent Tliese laws vary significantly in 
how thi&y define applicable contracts and the rights and obligations of counteipar- 
ties. Perhaps most uiiportant is the ambiguity and uncertainty created 1^ possible 
overlap and inconsistencies between the statutory schemes. One of the primary 
goals of the Working Group has been to enhance predictability far market partia- 
pants bv harmonizing the definitions and substantive provisions of these statutes. 

Tlie Bankrupt^ Code governs insolvencv proceedings for most corporations, while 
the Securities Investor Protection Act of 1970 governs insolvent proceedings involv- 
ing stockbrokers who are members of the Securities Investor Protection Corporatkm. 
Insolvencies of insured depositoiy institutions are not governed by the Bankrupt^ 
Code, but by the bank receivership provisions of the FDI Act and Uie National Bank 
Act fDICIA also includes provisions that govern the treatment of netting contracts 
between financial institutions. 

In these statutes. Congress has taken steps to enhance the availability of netting 
for derivatives and to minimise the risk of a ratemwide disruption in our financial 
markets. For example, both the Bankrupt^ Code and the FDI Act contain provi- 
sions that protect tne rights of financial participants to terminate certain types of 
financial contracts or agreements following the bankrupt^ or the inw^ency of a 
counterparty to sudi contracts or agreements. Furthermore, other provisions pre- 
vent transfers made under such circumstances firom being avoided as preferences or 



firaudulent convmmces (except wh«i made with actual mtent to denraud). Protec- 
tions also are aflorded under U.S. law to ensure that the netting, set off, and collat- 
eral foreclosure provisions of such transactions and master agreements for such 
transactions are enforceable. Finally, FDICIA protects the enfornability of dose-out 
netting proviskms in "tetting contracts* between "financial institutions.* FDICIA 
states that the goal of enfordnj^ netting arrangements is to reduce systemic risk 
within the banking qrstem and financial markets. 

Tlie FDI Act confiirms the availability of doee-out netting when an insured bank 
or thrift foils. It does so by allowing counterparties to speaficalhr defined contracts, 
QPC's, te terminate their contracts, to net their exposures, and to recoup positive 
daims against the foiled bank or thrift firom any security provided before tne foU- 
ure. QFCTs are defined as consisting primari^ cf finanrial derivatives and similar 
instrumMits and are fiirther defined oy reference to statutory definitions for five 
types of contracts: securities contracts, commodity contracts, mrward contracts, re- 
purdiase agreements, and swap agreements. 

Upon appointment of the FDlCas receiver fiur an insured depository institution, 
QFC counterparties receive certain benefits and ri^ts whidi are not available to 
parties to other types of contracts. First any repudiation or transfer of the QFC fay 
the receiver must occur fay 12 noon local time on the business day following the ap- 
nt of the receiver. Second, if the receiver does not provide notice of the repu- 
^~^ ■ " -- . rYorktiiw' 



ation or transfor of the QFC fay dose of business (New York time) on the business 
day following appointment of the receiver, the QFC counterparty can exercise con- 
tractual rights to terminate the QFC and o£bet or net out any termination values, 
payment amounts, or other transfer obligations under the agreement wbictk arise 
upon appointment of a conservator or receiver, lliird, the receiver or conservator 
cannot avoid any transfer of money or other property made in connertion with tiie 
QFC, unless the redpient had actual intent to hinder, deliqr, or di^raud the instito- 
tkm, the creditors of the institution, or any receiver or conservator of the institutioii. 
Fourth, if the receiver is to transfer any QFCs to a third party, the receiver most 
transfer all QF(?s with the same counterparty (indudinc its affiliates) to a ain^ 
finanrial institution. Finally, if the receiver repudiates a QPC, the counterparty may 
recover damages incurred up to the date of the repudiation (rather than to the dale 
of sypointment of the receiver as with moot other agreements under the FDI Act), 
I recoverable damages nuiy indude reaaonable costs of cover or other veaaon- 
I used in the industry. 
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When enacted in 1991, sections 402 throu^ 404 of FDICIA provided a signifi- 
cant expansion in the statutoiy protection afforded to contractual netting. Unlike 
the FDI Act provisions, these protections are not limited to QFC's. FDICIA confirms 
the enforceability of the nettmg of payment obligations am^g "financial institu- 
tions" under a "netting contract. Some have arguod that the FUICIA netting provi- 
sions permit dose-out netting of such contracts irrespective of the FDIC's rights as 
receiver under the FDI Act. The FDIC believes that FDICIA and the FDI Act must 
be interpreted in hannony to permit the FDIC to enforce agreements under section 
1821(eX12) unless the agreements are QFC's under section 1821(eX8). 

Both the FDI Act and the Bankruptcy Code grant those who have entered into 
financial derivative contracts with any parties that subsequently become insolvent 
greater rights than these statutes grant those who enter into most contracts. In the 
case of a derivative contract, a market participant has greater rights to terminate 
the contract and to net, dollar for dollar, its obligations to the insolvent against the 
insolvent's debts to the counterparty. The statutes are, of course, much more intri- 
cate than this brief description. 

While these laws provide significant assurances that the risk reduction benefits 
of close-out netting are available under U.S. law, the provisions of the Financial In- 
stitutions Insolvency Improvement Act of 1999 and Title DC of S. 625 are important 
steps toward harmonizing these statutory provisions which were enacted over more 
than a decade. This legisCition permits our statutes to remain abreast of the innova- 
tions that have occurred in financial markets since 1989, and is a crucial step to 
maintaining the status of the United States as the leader in financial innovation 
and risk management. 

Provisions of the Legislation 

The legislation addresses several significant issues for bank receiverships, while 
providing additional clarification and consistency that reduces systemic nsk in all 
msolvendes. The bills include three prindpal elements. 

First, the legislation strengthens the statutory protections for netting of finandal 
market contracts. The legislation revises and ckurifies the definitions of the types 
of contracts that benefit mm netting in line with market innovations and practice. 
This provides additional certainty to market partidpants and improves their ability 
to accurately assess and manage risks. The legislation also clarities that, under the 
FDI Act and the Bankrupt^ Code, cross-product netting can be achieved throush 
the use of a master netting contract As a result, the legislation would expand the 
availability of the risk-reduction benefits of dose-out netting to agreements encom- 
passing a number of finandal market contracts and, therein, further reduce the po- 
tential settlement risks to market partidpants. 

Second, the legislation makes tne treatment of finandal market contracts much 
more consistent under the FDI Act and the Bankruptcy Code. Improved consistency 
between the insolvency regimes applicable to banks and nonbanks has been one of 
the primary goals of the Working Group. There is little justification for treating 
identical finandal maitet contracts differently dependent solely upon whether the 
counterpart is an insured depository institution subject to the FDI Act or an entity 
subject to the Bankrupt^ Code. The importance of consistent insolvency treatment 
to risk management m the finandal markets strongly recommends enactment of 
this legislation. 

The legislation also provides certain additional substantive and technical amend- 
ments that clarify certain provisions and improve the consistency in the treatment 
of these finandal market contracts between applicable laws. For example, the legis- 
lation would apply the exact same rules to uninsured national banks and Federal 
branches and agendes that apply to insured institutions in order to limit any inoon- 
sistendes. These changes will go far to providing a dear playing field for market 
partidpants. 

Third, the legislation darifies the rights of the FDIC as receiver for a failed bank 
or thrift. An important component of reducing systemic risk to the finandal system 
is the orderly resolution of insolvendes involving counterparties to such contracts. 
The FDI Act allows the FDIC, when serving as receiver for an insolvent insured de- 
pository institution, the opportunity to review the status of certain contracts to de- 
termine whether to terminate or transfer the contracts to new counterparties. These 
provisions provide the receiver with flexibili^ in determinin|f the most appropriate 
resolution for the failed institution and fadhtate the reduction of systemic nsk 1^ 
permitting the transfer, rather than termination, of such contracts. These provisions 
also are important to permit the FDIC to fiilfill its statutory mission to preserve 
confidence in our bankins system 1^ protecting insured depositors and promptly re- 
solving insured banks and thrifts that fail. 
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To ensure an orderiv resolution of such insolvencies, the proposed leqgislation clari- 
fies that under the FDl Act, a conservator or receiver of a depositoiy institution has 
one business day to transfer qualified financial contracts to another financial insti- 
tution. This clarification will help ensure that the resolution of a failed depositoiy 
institution can be accomplished at the lowest possible cost to the deposit insurance 
fiinds administered 1^ the FDIC, while preserving for market partiapants the abil- 
ity to promptly net out their contracts with failed depositoiy institutions. 

We oelieve the legislative proposal will reduce systemic risk in our financial mar- 
kets, while balancing the public interest in effective and orderly resolution of failed 
insured banks and thrifts. Clarification of these provisions also is important for the 
continuation of financial market innovations and for continued stabihty and growth 
of our financial system. This legislation will play an important role in allowmg the 
United States to maintain its world leadership in providing a legal structure that 
facilitates prudent oversight and risk management, while protecting the markets 
fi!om systemic risks potentiall]^ created bv insolvencies of market participants 1^ en- 
suring the availability of termination and close-out netting. 

In closing, let me reiterate the FDIC's support for the Financial Institutions In- 
solvency Improvement Act of 1999. Passage of the improvements to the netting of 
financial contracts will benefit the market, market participants, and the creditors 
of failed banks and thrifts. It will fix a problem before it arises. 

Mr. Chairman, I would be happy to answer any questions you may have. 



prepared statement of paul 6. scheufele 

Chairman, Funding Division Executive Committee 

THE Bond Market Association, and Managing Director 

Credit Suisse First Boston Corporation 

May 5, 1999 
L Introduction 

Good morning, Chairman Bennett and Members of the Subcommittee. My name 
is Paul Sdieufele, and I am a Managing Director at Credit Suisse First Boston in 
New York. I am here today in my capacity as Chairman of The Bond Market Asso- 
ciation's Funding Division. We commend you, Mr. Chairman, for your leadership on 
these important issues, and look forward to working with you toward enactment of 
your legislation— the Financial Institutions Insolvency Improvement Act of 1999. 

Certain financial transactions involve ongoing economic relationships or commit- 
ments to be fulfilled in the fiiture. For example, risk management tools such as for- 
ward contracts and swaps are based on contractual agreements between parties to 
transfer assets or pavments at some fiiture time. Repurchase agreements, which are 
important sources of liquidity in the debt maitets and, to an increasing degree, in 
the eouity markets, involve financial commitments that must be fiilfilled at a later 
date. In these important market activities which can involve huge sums and con- 
centrated exposures, the inability of one party to exercise its contractual "self-help" 
rights in the event of the insolvency of the other party could cause ripple effects 
1^ undermining the financial condition of the nonbankrupt party (and its counter- 
parties) and the markets more generally. 

Recognizing the important role of these transactions in capital formation and in 
market liquidity and the potential for a chain reaction of insolvencies should non- 
bankrupt parties' contractual self-help rights be impaired, Congress has included 
provisions in the Bankrupt^ Code ana the bank insolvency laws that expressly pro- 
tect the exercise of such ri^ts in the event of bankruptcy or insolvency. However, 
it has been almost 10 years since the last legislative upoate to the safe-harbor provi- 
sions. The financial markets have evolved and matured during that time in ways 
that leave various transactions and parties subject to legal uncertainty. As more 
types of market participants have engaged in a broader range of transactions, statu- 
toiy inconsistencies have surfaced that make it difficult to conclude that Congress' 
coal of minimizing systemic risk has been fully achieved through the existing mar- 
ket safe harbors. Important technical corrections are needed to minimize systemic 
risk in light of market developments. 

The Bankruptcy Code should also be amended to protect and enhance the impor- 
tant role of the asset-backed securitization process. Asset securitizations, which pro- 
vide a secondary market for mortgage, consumer, commercial, and industrial loans 
and other debt obligations, are multistage transactions where the integrity of securi- 
ties payment commitments rests on the finality of earlier transfers of underlying as- 
sets. An efficient secondary market for debt obligations lowers the cost of borrowing. 
Amendments to increase market efficiency and provide comfort for investors will not 
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only enhance the development of future asset-backed securitizations, they will pro- 
vide a safeguard against market turmoil should a seller of financial assets become 
the subject of proceedings under the Bankruptcy Code and attempt to disrupt the 
cash flow on assets that were securitized. 

Four bills currently pending in Congress would substantially improve the statu- 
tory reeime that governs financial transactions when a paitv fails to meet its pay- 
ment ooligations: tiie House and Senate versions of comprehensive bankrupt^ re- 
form (The BankrupU^ Reform Act of 1999,* H.R 833 and S. 625). the Tlnandal 
Contract Netting Improvement Act of 1999" (H.R 1161). and the Tmandal Institu- 
tions Insolvency Iniprovement Act of 1999" (THIA," bill number not yet available). 
H.R 833 and H.R 1161 would harmonize the Bankruptcy Code and bank insolvent 
laws governing swaps, repurchase agreements, securities contracts, forward con- 
tracts, and commodity contracts. Th^ would also provide a safe harbor in the Bank- 
rupt^ Code for ABS transactions. S. 625 would amend only the Bankruptcy Code 
provisions for financial contracts and includes the same ABS protections as the 
House bills. The FIIIA legislation would make complementary amendmttits to the 
bank insolvency laws. ?lie Bond Market Association urges Congress to enact the fuU 
set of bankruptcy and insolvency law changes that are needed to protect modem 



financial markets. These prqiosed changes should not raise sweepms new polior 
issues — they are entirely consistent with many statutory provisions that have al- 
ready been enacted, and are in the nature of technical corrections. 

n. The Current Safe Harbors Need to be Updated 

A. Swap Agreements 

Swap agreements are privately negotiated contracts between parties to exchange 
payments under specified conditions. The parties' obligations are linked to some 
mdez, commodity price, interest rate, currency, or other indication of economic value. 
In an interest rate swap, for example, two parties aeree to exchan^ payments 
based on some screed upon notional principal amount However, prinapal does not 
typically diange hands in a swap contract. It merely serves as the reference for the 
calculation of the payments to be made. 

The primary purpose of swaps is risk mana^ment The universe of parties ac- 
tively enga^ea m swaps is expansive and growmg: banks, securities firms, mutual 
funds, pension funds (both public and private), manufacturing firms, and state and 
local governments, just to name a few. Virtually all sisnificant commercial enter- 
prises face certain risks that can be managed through uie use of swaps. In the ex- 
ample that follows. Party B attempts to manage its exposure to changes in interest 
rates through the use of an interest rate swap: 

Example 1. Two parties to an interest rate swap agree to exchange payments 
based on a $1 million notional amount. Party A agrees to pay a fixed rate of 7 
percent, and Party B agrees to make floating payments based on some market 
mdex. If payments are exchanged once per year. Party A would pay Party B 
$70,000 (7 percent of $1 million) and Par^ B would pay Party A $40,000 in the 
first year (4 percent of $1 million), assuming that the floating rate index were 4 
percent at the time of calculation. In practice, the payments are netted so that 
Party A simply pays Party B $30,000, or $70,000 - $40,000. (In this example. 
Party B may have floating rate assets and fixed rate liabuities, and it desires to 
hedee that mismatch. In Qus example, the payment that Party B receives makes 
up for the reduced return Party B receives on its floating rate assets, allowing 
it to satis^ its fixed rate liabilities. Par^ A may be a dealer, who hedges its posi- 
tion 1^ taking an offsetting position, either in the swaps market or in another 
fixed income market.) 

The fundamental contractual terms in a swap for the exercise of remedies in the 
event of bankruptcy or insolvency provide for "close-out," "netting," and foreclosure. 
Close-out involves the termination of future obligations between the parties and the 
calculation of gain or loss. Netting involves ofisetting the parties' gains and losses 
to arrive at a net outstanding amount payable by one party to the other. Foreclosure 
involves the use of pledged assets to satisfy the net payment obligation. The ability 
to execute this process swiftly is key to the financial markets and the solvency <n 
its participants due to the potential exposure a counterparty in such transactions 
has to market risks and the possibility of changes in the values of financial con- 
tracts and collateral due to market movements. The inability of a financial maritet 
participant to exercise and use those remedies promptly could impair its liquidity 
and solvency. 

The following is a basic example of the dose-out, netting, and foreclosure process: 

Example 2. Party A and Party B enter into two interest rate swaps at different 
times (Swap X and Swap Y). Both contracts contain provisions that allow for 
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doae^ut, netting, and foreclosure and are in effect when Party A beoomee insol- 
vent At the time of Party A's insolvency, Party A's mark-to-market loss under the 
terms of Swap X is $30 million and its mark-to-market gain under the terms of 
Swap Y is $20 million. Through the process of dose-out and netting, the swaps 
are terminated and Party A owes Party B $10 million. If Party A nad pledged 
$15 million of collateral to Party B, Party B would foreclose on the collateral, use 
$10 million to satisfy Party A's obligation, and return $5 million to Party A. 

If Party A became sulgect to a proceeding under the Bankrupt^ Code, Party B 
would be entitled under current law (sections 362(bK17) and 560 of the Bankruptcy 
Code) to exercise its self-help dose-out, nettinc, and foreclosure remedies as de- 
scribed above. If Party A were an FDIC-insurea bank that became subject to a re- 
ceivership (and Swaps X and Y weren't transferred to a successor enti^). Party B 
would be entitled under the Federal Deposit Insurance Act to exercise its self-help 
dose-out, netting, and foreclosure remedies as described above. In either case, u 
Party B were unable to exercise such remedies, its liquidity and solvency could be 
impaired, creating gridlodc and posing the risk of systemic problems. 

The swaps market has evolved since the nrotections for interest rate and other 
swaps were first put in pbice. Parties have learned to apply the prindples of risk 
management in many dinerent ways that are not expressly coverea under the appli- 
cable definitions in the Bankrupt^ Code and the Federal Deposit Insurance Act. As 
a result, the markets in some cases proceed under some degree of legal uncertainty 
regarding the enforceability of oertam contracts, even thou^ they are economically 
equivalent to other contracts that are expressly protected and pose the same risks 
that Congress has sou^t in the past to avoid. 

For example, if in the above njrpothetical the two swaps were equi^ swaps in 
whidi the payments were calculated on the basis of an equity securities index: it 
is not entirely dear that the transactions would fell within the market safe harbor 
in either the Bankruptcy Code or the Federal Deposit Insurance Act for "swap 
agreements." If both of the parties were ''financial institutions'' under the Foderal 
Deposit Insurance Corporation Improvement Act or the Federal Reserve Board's 
Regulation EE and the swap aereement were a "netting contract," then Party B 
mi^t (although it is not oitire^ dear) be able to exercise dose-out, netting, and 
foreclosure riints in respect of the equity swap transactions. If one of the parties 
were not a linandal institution'' or toe contract did not constitute a "iMtting con- 
tract" (for example, because it was governed by the laws of the United Kin^om), 
then Party B could be sulgect, among other things, to the risk of "cheny picking— 
that is, the risk that Party A's trustee or receiver would assume Swap Y and r^ect 
Swap A, leaving Party B with a $30 million daim (whidi would be undersecured 
because of the impairment of netting) and to the risk that its foreclosure on the col- 
lateral would be stayed indefinitely. This could impair Party B's creditworthiness, 
whidi in turn could lead to its default to its counterparties. The pending legislation 
would minimise these risks by makine dear that an equity swap is a "iwap agree- 
ment," entitled to the same market safe harbors as interest swap agreements. 

B. RepurehoM Agreement 

Repurdiase agreemoits, also known as *repos," are ccmtracts involving the sale 
and repurdiase of securities or other finandal assets at predetermined prices and 
times. Although structured and treated for legal purposes as purchases and sales, 
economically repos resemble secured lending transactions. In economic terms, one 
partidpant in tne repo transaction (the "seller^ is borrowing cash at the same time 
that the other partiopant (the 'l>uyer^ is receiving securities. The redpient of cash 
agrees to pay the casn— to repurdiase the securities— at a predetermined time and 
price, induding a price differential (the economic equivalent of interest). The buyer 
a g r ees to pun£ase and later resell the securities. 

According to published reports, on an averaee day in 1998, neariy $1.4 trillion in 
repos were outstanding between dealers of U.S. Government and Federal ai^sncy 
securities, up firom a daily averac;e of $310 billion in 1988. Parties also routineer 
engage in repo transactions invomng nonagency mortgage-backed securities, whole 
louis, and other finandal instruments. As a result of recent legislative changes 
«iacted as rart of the National Securities Markets Improvement Act and recent 
dianges to Federal margin regulations, repos may now involve equity securities. 
Partidpants in the repo market are diverse, induding commercial banks, securities 
firms, thrifis, finance companies, nonfinandal corporations, state and local govern- 
ments, mutual and money-market funds, and the Federal Reserve Banks, among 
others. 

In 1984, Congress acted to protect certain ^pes of repos firom the insolvency of 
market partidpants after the 1982 Lombard-WaU bankruptcy court decision cast 
uncertainty on the ability of market partidpants to dose out their positions. Aooord- 
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ing to the Senate Judiciary Gomiiuttee report on the 1984 le^lation, that decision 
hid a distinct adverse effect on financial markets. At that tune. Congress granted 
protection only to repos invohring certificates of deposit, eligible bankers' accept- 
ances, and securities that are direct obligations of, or that are fully guaranteed as 
to principal and interest by, the Federal Government In doing so, Congress ex- 
pressW stated that repos serve a vital role in reducing borrowing costs in the mar- 
kets fer these securities and sought to encourage market partiapants to use repos 
with confidence. 

Unfortunately, the list of instruments protected 1^ those 1984 amendments to the 
Bankruptcy Code has grown outdated as maitet participants have entered into 
repos involving a wide range of financial assets. Bosides repurchase agreements on 
Government and Federal agency securities, which are covered under the Bankruptcy 
Code and Federal Deposit Insurance Act definitions of '^purdiase agreement,^ 
firms now actively enem in repurchase agreements on the foreign sovereign debt 
of OECD countries, wnoie mortpige loans, and mortgage-backed securities of many 
types. Under H.R. 833, H.R 1161, and S. 625, each of these ^3rpes of repurdiase 
agreements would be covered 1^ the market safe harbors provided in the Bank- 
rupt^ Code (they are already covered 1^ the Federal Deposit Insurance Act and 
r^i;ulations thereunder). Maitet participants could then enter into such transactions 
with greater confidence that they will be easily enforceable, improving the liquidity 
and cost of financing in the markets for the underlying instruments, and miniinizing 
qrstemic risk. 

C. Seeuritiea Contracts, Forward Contracts, and Commodity Contracts 

Market participants enter into contractual arrangements for the sale of securities 
and commodities where the payment and delivery obligations are fulfilled at some 
future date. Securities contracts, forward contracts, and commodity contracts all 
can take many forms, but th^ can also be similar from an economic perspective. 
''Securities contracts" include forward purchases of securities, pursuant to which the 
parties agree to ezchanse payments and securities at a fixed date in the future. 
'Forward contracts" include privately negotiated arrangements where one party 
agrees to sell a commodity to another partjr at a fixed price for delivery at a future 
date. The terms of forward contracts can closelv resemble those of futures contracts 
(which are "commodity contracts"). However, forward contracts are not traded on 
commodity exchanecA under standardized terms and the parties envision actual de- 
livery of the under^rin^ commodi^. 

D^pite the economic similarities of securities contracts, forward contracts, and 
commodity contracts, the Bankruptcy Code and the Federal Deposit Insurance Act 
are inconsistent in their treatment of these transactions. Under the Federal Deposit 
Insurance Act, tuiy counterparty can close out and net obligations under all securi- 
ties contracts, forward contracts, or commodity contracts it may have outstanding 
with the FDIC-insured bank in a liquidating receivership. However, if the foiling 
counterparty is a debtor sulgect to the Bankruptcy Code, the enforceability of doee- 
out provisions depends on a number of factors, indudins the type of counterparty 
and the type of contract involved. In order to dose out and net "securities contracts, 
the nonbankrupt counterparty must be a "stockbroker," "financial institution." or 
"securities clearing agency." In order to dose out and net "forward contracts, the 
nondefaulting party must qualify as a "forward contract merchant" A few examples 
illustrate those differences: 

Example 3. Party A, a mutual fund, and Party B, a securities dealer, have two 
outstanding contracts for the purchase of securities, one that is in-the-money to 
Party A, one that is out-of-the-money to Party A. If ParW B becomes the su^ect 
of proceedings under the Bankruptcy Code, Party A woula not be able to dose out 
the contracts and net its obli|[ations to Party B under the out-of-the-money con- 
tract aeainst Party B's obligations under the in-the-money contract (unless it had 
acted through a bank agent). However, if it is Party A that becomes the sulgect 
of proceedinps under the Bankruptcy Code, Party B would be able to dose out 
the transactions and net its obligations. This is because section 555 of the Bank- 
rupt<^ Code allows the liquidation of securities contracts only 1^ stoddbrokers, fi- 
nandal institutions, and securities dearing agendes, none of which indudes the 
mutual fund (unless it had acted through a bank agent). 

Example 4. Now assume that in the above example Party B is an FDIC-insured 
depository institution. If Party B becomes the suErject of receivership proceedings 
and the securities contracts with Party A are not transferred to a successor insti- 
tution, Party A wiU be able to dose out the transactions and net the obligations 
thereunder. This is because the Federal Deposit Insurance Act, since 19&, con- 
tains no counterparty restrictions. 
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Escample 6. Pftrty A, the mutual iiuicL and Ptu^ B, an affiliate of a aecurities 
dealer, have two outstanding foiward roreign excnange contracts. If Party B be- 
comes the sulgect of proceeunp under the Bankruptcy Code, Pkrfy A would be 
able to close out and net the roieiffn exchany transactions. This is because sec- 
tion 556 of the Bankrupt^ Code aflows the liquidation of '^iward contracts" (the 
foreign exchange transactions) bv forward contract merchants, a classification 
that mdudes the mutual fund. (Note that the forward foreign exchange contracts 
would also be Vwap agreements," and the mutual fund, as a "swap participant," 
could exercise its rights on that basis as well. Other nforward contracts" would 
not qualify as "swap agreements.") 

Tlius, parties of similar size who enter the markets with equal firequency and in 
the same manner ei\j<^ different degrees of protection under the Bankruptcy Code 
and the Federal Deposit Insurance Act This makes no sense fi!om the point of view 
of the reduction of qrstemic risk— the failure of these market players could triner 
the same kind of chiun reaction that a bank, broker-dealer, or clearing agen^r mil- 
ure could tn^fgier. The pending legislation would improve the current situation by 
making oertam technical defimtional chanm under the Bankruptcy Code (to bring 
it closer to the Federal Deposit Insurance Act). The amendments would expand the 
universe of counterparties whose contractual rights would be enforceable. In addi- 
tion to stockbrokers, financial institutions, registered investment companies, and se- 
curities clearing agrades, large and sophisticated market participants woula be able 
to close out their securities contracts, forward contracts, and commodi^ contracts 
against Bankrupt^ Code debtors. Such counterparties would be defined as "finan- 
cial participants" under the Bankruptcy Code throiu^ certain quantitative tests 
modeled on the Federal Reserve Boara's Kesulation E£. Once amended, the counter- 
party limitations under the Bankrupt^ Code would have a more ratioiud scope than 
they do under current law. 

D. CrosS'Product Netting 

Financial market partidimnts often have a wide range of transactions outstanding 
with one another at any given time. Thus, a given par^s ei^XMure to the risk ot 
default l^ another party may be understood onoly 1^ considering the total value of 
the payments that party enects to receive and pay under all of the various con- 
tracts. Tlie Federal Deposit msurance Act reflects an understanding of this fact and 
permits the netting or obligations stemming from one type of "qualified financial 
contract" against obligations stemming firom another type of "(jualifiod financial con- 
tract" This practice, Imown as "cross-product" netting, permits more rational risk 
management practices and allows market participants to resolve ^ndrntever problems 
arise from the insolvency of one of their counterparties in a more orderly foshion. 
Cross-preduct netting also reduces the likelihood of systemic risk, as it allows the 
nonbankrupt counterpart to crystallize its exposure and not be treated as a secured 
creditor with an interest m cash collateral subject to the automatic stay. 

Cross-preduct netting is permitted under the Bankrupt^ Code as well, but to a 
lesser degree. Parties can net their obligations under securities contracts, forward 
contracts, and commodity contracts against one another. It is unclear whether cross- 
product netting is permitted, however, when the contracts involved are swaps and 
repurchase agreem«its. 

Escample 0. Party A, a securities dealer, and Party B, a large corporation, have 
an outstanding securities contract that upon dose-out is profitable for Party A. 
The parties also have an outstanding forward contract that upon dose-out is prof- 
itable for Party B. When Pftrty B becomes the subject of a proceeding under the 
Bankruptor Code, Party A would be able to dose out eadi of the contracts and 
ofiset its obligation to pay Psity B under the forward against Party B's obligation 
to Party A under the securities contract 

Escample 7. Party A and P^urty B have an outstanding swap that upon doee-out 
is profitable for Party A. The parties also have an outstanding repurchase agree- 
mttit under whidi Farty A holds securities purchased firom Patty B that upon 
dose-out is profitable to Party B (Le., the value of the securities exceeds the re- 
purchase price). If Party B becomes the subject of raooeedings under the Bank- 
ruptcy Code, Party A would not deariy be able to olbet the excess repo proceeds 
against Party B's outstanding obli|pition under the swap. At worst. Party A would 
be treated as a secured creditor with a security interest in the repo proceeds. Its 
ri|;hts oould, however, be subject to the automatic stay, therein impairing its li- 
qiudity and creating tne potential for systemic risk. 

Tliere is no plausible rationale for treating cross-product netting between securi- 
ties, forward, and commodity contracts any differently firom cross-preduct netting 
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between thoae oontracts, swap agreements, and repurchaae agreements. These anom- 
alies emereed over time, as various protective provisions were added to the Bank- 
rupt^ Code to protect various Wpes of markets. (Because the "qualified financial 
contract" provisions of the Federal Deposit Insurance Act were enacted at the same 
time, no such anomalies exist in those provisions.) However, the capital maritets 
have grown and matured to such an extent that various t^pes of market partici- 
pants now engage in many tynes of transactions, and it is tune for the market safe 
narbors to be rationalized ana made consistent in their application to all finanrial 
products for all participants. 

Wider and more certain cross-preduct netting in cases of bankrupt^ should allow 
parties to enter into additional types of transactions with the same oounterpartv 
without necessarily increasing, on a net basis, their overall credit exposure or risk 
to the markets as a whole. Indeed, some cross-product transactions will serve to re- 
duce a oounterpartys overall risk, facilitating better risk management and reducing 
overall risk in the financial markets. 

in. Mortgage- and Aaset-lMicked Securities 

The process of assembling pools of financial assets and sellizig securities with pay- 
ments derived firom the assets' cash flows is known as "securitization.'' Almost any 
financial asset can be securitized. The earliest examples were home mortgage loans, 
but today financial services firms securitize car loans and leases, credit cara receiv- 
ables, business loans, and many other assets generating current or future cash 
flows. The proceeds from sales of securities supported 1^ those assets make their 
way back into the capital markets and become available for new lending to home- 
owners, car owners, consumers, businesses, and msrriad other borrowers. A larger 
supply of lendable capital meiims that homeouyers, car buyers, consumers, and com- 
panies can all borrow at lower interest costs. A simple example demonstrates the 
process of financial asset securitization: 

Example 8. Party O originates mortgage loans with a total principal amount of 
$100 million and sells the whole loans to a special-purpose vehicle (an "SPV*). 
The SPV issues mortgage-backed securities (MBS), the payments on which are 
supported l^ cash flows from the mortgage loans. As borrowers make principal 
ana interest payments on their mortgage loans, these payments pass throu|h a 
servicer and eventually are distributed to the MBS investors. The proceeds of the 
sale of the loans 1^ Party O to the SPV then become available for new loans to 
homebujrers. 

Certain types of mortgage-backed and asset-backed transactions raise some issues 
under the Bankruptcy Code that make them more costly or difficult to complete. 
Tl&e central issue m sudi situations is the risk that securitized assets transfeired 
to a special-purpose vehide, which then issues securities badced by sudi assets, will 
be considerea part of the bankruptcy estate of the party selling them into the ixwl 
if that seller becomes insolvent Such treatment could sulqect the cash flows nom 
the securitized assets to the automatic stay and could inhibit the timel^r distribution 
of prindpal and interest payments to investors in the subseouently issued asset- 
backed securities. It ooulo also subject the pool of transferrea assets to attack 1^ 
a bankruptcy trustee whe might seek to rededm them for the bankrupt's estate for 
the benent of general creditors, denying beneficial holders of asset-ba^ed securities 
the primary source of repayment that was intended to be provided 1^ these securi- 
tizea assets. Consider the following transaction: 

Example 9. Party A originates mortgage loans with a total prindpal amount of 
$100 million and sells the loans to Pa^ B. Party B sells two dasses of asset- 
backed securities based on the pool. The Class A securities, totaling $90 million, 
have a senior daim on the casn flows generated by the mortgage loans and re- 
ceive an investment-grade credit rating. The Class B securities, totaling $10 mil- 
lion, are subordinated to the Class A securities and not rated investment-grade. 
Assume Party B obtained the mortgage loans from Party A in exchange for (i) the 
$90 million raised through the sale of the Class A securities and (ii) the Class B 
certificates. If Party A becomes insolvent. Party A (as debtor-in-possession) or its 
trustee could attempt to recharacterize the sale of the mortgase loans as a pledge 
to secure a financing, based on Party A's retention of the Class B securities. If 
it were successful, notwithstanding that it had received fair value at the outset of 
the transaction and the reasonable expectations of the investon in the Class A se- 
curities, distribution of the prindpal and interest payments on the loans to the 
investon would be subject to the automatic stay, jeopardizing timely payment to 
the Class A investon. Such a result would not only harm the particular mveston 
in question, it could have a material, negative effect on the mortgage-badced and 
asset-backed securities markets more generally. 
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In order to obtain sales treatment under the relevant aooounting standards, par- 
ticipants in morteage-badced and asset-backed securitization transactions must ob- 
tain assurances nom counsel that the sale of assets wiU be final under applicable 
bankruptcy law. Such legal advice is referred to as a "true sale opinion." Unfortu- 
nately, there is a lack of guidinj? judicial i>reoedent regarding what constitutes such 
a true sale of assets. The considerations in the analysis are highly sulgective and 
depend on a qualitative assessment of a wide variety of fects and circumstances. For 
these and otner reasons, any true sale opinion will generally be a reasoned one, 
with various assumptions as to factual matters and conclusions that introduce an 
unnecessary degree of legal uncertainty in the asset-backed market As a result, for 
some types of transactions, true sale opinions can be extremely difficult, costly, and 
in a few cases, impossible to render. 

The FDIC recently released for comment a proposed Poli<^ Statement that would 
dari^ that, with respect to certain securitizations 1^ FDIC-insured institutions, the 
FT)IC would not seek to reclaim the assets subject to the securitization. In par- 
ticular, the Policy Statement "provides that sulgect to certain conditions, the FuIC 
will not attempt to reclaim, recover, or recharacterize as property of the institution 
or the receivership estate ... the financial assets transfenrea ... in connection with 
the securitization.^ 63 Fed. Reg. 71926 (December 30, 1998). Similar action is now 
needed to cover transfers 1^ market participants who later become debtors under 
the Bankruptcy Code. In an effort to clarify the rights of investors in asset-badLod 
securities and oring the benefits of securitization to a broader spectrum of market 
activiW, H.R 833 and H.R 1161 indude a series of amendments to the Bankruptcy 
Code that would spedficallv exempt certain transferred assets fi!om a debtor's bank- 
ruptcy estate and clarify wnatever "true sale" confusion may exist. The amendments 
would be very narrowly tailored to apply only to eligible assets transferred as part 
of a bona fide securitization involving the issuance of securities rated investment 
cprade 1^ at least one nationally recofpoized rating organization. Through a series of 
definitions, the proposed amendments would ezduae firom a debtors estate any 
asset "to the extent that such eligible asset was transferred by the debtor, before 
the date of commencement of the case, to an eligible entity in connection with an 
asset-backed securitization." 

These changes would not only reduce transaction costs for future mortgage- and 
asset-backed securitizations, th^ would minimize the likelihood that an iniolvent 
debtor could attempt to reclaim already-securitized assets in a proceeding under the 
Bankruptcy Code, notwithstanding the structural safeguards designed to avoid such 
a result Even if sudi a debtor were not successful, the possibility of recharacteriza- 
tion could have a significant adverse impact on the markets in mortgage- and asset- 
badLod securities. 

IV. Conclusion 

The above examples illustrate the need for Congress to enact the finandal con- 
tract provisions of^H.R 833. H.R 1161, S. 625, and the FIIIA legislation, which 
would make important, but nighly technical, changes to the Bankrupt^ Code and 
the Federal Deposit Insurance Act. These chances are consistent with the existing 
market safe harbors in the Bankruptcy Code ana the Federal Deposit Insurance Act, 
will encourage broader use of sound nsk management techniques, and help to mini- 
mize overall systemic risk. 
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Introduction 

Mr. Chairman, Members of the Subcommittee, my name is Mariprie Gross. I am 
a Senior Vice President and Associate General Counsel of The Chase Manhattan 
Bank, with responsibility for legal matters for The Chase Manhattan Corpmition 
and its subsidiaries that involve the capital markets — that includes dealing in for- 
eign exchange and derivatives, and underwriting and dealing in securities. I'm veiy 
pleased to be here today on behalf of The Financial Services Reundtable to support 
the Finandal Institutions Insolvency Improvement Act of 1999. 

The purpose o[ the Act is to strengthen the jprovisions of the Federal Deposit In- 
surance Act (FDIA) that protect the enforceability of contractual rights to terminate 
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and close out certain capital markets transactions, net the amounts payable by each 
party, and foreclose on any collateral. It also would harmonize the FDlA's doee-out 
provisions with similar provisions in the Bankrupt^ Code. 

The amendments are more in the nature of technical changes than laree sub- 
stantive or policy changes. The^ do not extend the scope of insolvency laws beyond 
those envisioned fay existing legislation. However, th^ are important to banks. Th^ 
cover a variety of capital markets transactions that are vital financing and risk 
management tools, including foreign exchange transactions, securities contracts, for- 
ward contracts, commodity contracts, repurchase agreements (also known as repos), 
and swaps ana oi>tions on interest and exchan^ rates, credit defaults, and eouity 
and commodity prices. Although they are technical in nature, they wiU reduce legal 
uncertainty, reduce risk to incuvidual banks, reduce systemic risk 1^ making it less 
likely that a lar^ default 1^ a single financial institution wiU have a domino effect 
on ouer institutions, and enhance Uie liquidity of the financial maitets. 

For over a decade, banks and other participants in the capital markets have been 
developing master agreements to cover their capital markets transactions. Whether 
these master agreements cover a single product or many, they share certain com- 
mon elements. They allow two parties to agree orally to new transactions and to 
transmit brief written confirmations of the financial terms, relying on the master 
agreement to supply the other terms. But more important, they indude events of 
default or termination events that allow the nonderaultins party to terminate the 
transactions under the master agreement, value eadi party's transactions, translate 
payment obligations denominatea in different currencies into a single base currency, 
set off or net the amounts owing 1^ the two parties to determine a single net amount, 
and liquidate any margin or coflateral to cover the net payment amount. 

When the baiucruiitpy law governing a defaulting party allows the enforcement 
of dose-out and netting provisions of a master agreement and doesn't make them 
sulgect to any stays, or allow the conservator or receiver to "cherry pick" — tiiat is, 
enforce transactions that are favorable to the defaulting financial institution but re- 
pudiate transactions that are favorable to the nondefaulting party — ^it has a number 
of benefidal effects. 

First, it allows credit providers under these contracts to calculate their enosure 
to their counterparties with certainty. At any moment in time, they can calculate 
the amount the counterparty would owe, without fear that the counterparty or its 
receiver or conservator can demand performance of transactions where the default- 
ing party owes, but disavow transactions where the defaulting party is owed. 

Second, it reduces risk 1^ reducing the credit provider's exposure firom the gross 
to the net amount. This makes it more likely that creditors will continue to do 
transactions with counterparties whose credit is deteriorating, which can be impor- 
tant to allow them to manajge their risks as they attempt to strengthen their finan- 
dal position. It also makes it less likely that a smgle lam default will have a ripple 
effect throughout the finandal system. One statistic wul show you how important 
netting can he. My own institution is a msgor dealer in finandal products, most of 
which fall within the definition of swap agreements under the Act. As a result of 
the legal certainty provided 1^ FDIA for dose-out and netting, my institution is able 
to reduce its risk to domestic finandal institutions 1^ over 90 percent. 

Third, under the risk-based capital rules of the banking regulators, reduction in 
counterparty obligations through netting of obligations and dose-out and setH>fif of 
collaterid enables banks to reduce their capital needs, which enables them to reduce 
their prices. 

Finally, 1^ increasing certainty and reducing risk and cost, it enhances the liquid- 
ity of the global finandal markets. 

Congress has recognized the vital economic role that these finandal contracts 
perform 1^ providing protections for them in the Nation's bankruptcy laws. Unfor- 
tunately, the pace of innovation in the finandal markets has outstripped current 
law. In addition, the bankruptcy laws governing banks and those covering nonbank 
conwrations are in two separate statutes — the FDIA and the Bankruptcy Code — 
ana there are now some inoonsistendes between the two statutes. That means that 
sometimes the enforceability of a creditor's rights under a master agreement can de- 
pend on what type of entity its counterpart is. 

The Act woula fix these problems. I would like to highlight some of the beneficial 
things the Act would do. 

First, the Act would amend the FDIA definitions of qualified finandal contract, 
securities contract, commodity contract, forward contract, repurdiase agreement, 
and swap agreement to make them consistent with the definitions in the Bank- 
ruptcy Code. 

An amendment to the definition of repurchase agreement makes it clear that the 
definition indudes rq[X)S on qualified foreign government securities. Foreign govem- 
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niftnt securities are increasinffly used as the underlying asset in repos. It would also 
include repos on mortgage-related securities and mort^sige loans, lliese instruments 
are commonly financed with repos. 

The definition of swap agreement would also be amended in a way that provides 
more legal certainty for numerous additional transactions. In the field of foreign ex- 
change, it would include not only spot and forward FX transactions, but also same- 
day-tomorrow and tomorrow-next agreements. For the first time, it would include 
derivatives on equities, and credit spreads, swaps, and options. These latter products 
were developed or became more prevalent since the last amendment to FuIA. The 
amendment will allow parties to effect contractual netting across transactions that 
are economically similar. It would also allow the flexibilily for fiiture developments 
in risk management tools l^ including within the definition of swap agreement simi- 
lar swap, future, or option transactions that may in the future be regularly entered 
into in the swap market 

Tliere are two beneficial changes that protect rights under credit enhancements. 
One amends the definition of swap agreement and makes it dear that credit en- 
hancements are deemed to be swap agreements and ma;y therefore be terminated, 
]i<iuidated, and set off The second amends the receivership and conservatorship pro- 
visions of FDIA. It makes dear that FDIA protects rights under credit enhance- 
ments related to qualified finandal contracts. These include set-off rights, letters of 
credit, guarantees, and similar agreements. 

The Act contains a number of amendments that clarify the rights of the FDIC as 
receiver or conservator. Although several of these mereW codify positions taken in 
a poli^ statement on QFCs issued by the FDIC in 1989, the amendments provide 
l^al certa inb r on a number of points, induding clarifying the relationship between 
F0IA and FDICIA. The amendments also make dear that no disaffirmance, repudi- 
ation, or transfer authority of the FDIC may be exercised to *dieny pick* the QFCs 
between the defaulting depository institution and its counterparty or an aCfiliate of 
the counterparty. 

The Act also would give increased certainty to cross-product netting under a mas- 
tor agreement This is important because the market is increasingly using a single 
master agreement to document multiple products, therein maximiring the amount 
of netting that can take place between the parties. 

Another important diimge is a diange m FDICIA, whidi currently gives protec- 
tion to netting agreements onfy if they are between defined finanoalinstitutions 
and onfy if they are governed 1^ the laws of the United States or a UJS. State. Hie 
change woukl extend the jmtections of FDICIA to agreements between U.S. finan- 
cial organisations and foreign banks, even if they are governed 1^ foreign law. It 
is common for agreements with foreign banks to be covered 1^ foreign law, particu- 
lariy English law. 

Finally, I would like to hi^ilight an amendment to sectkm 13(eK2) of FDIA to pro- 
vide that an agreement for the coUateralization of governmental deposits, bank- 
rupt^ estate fuiods, and one or more QFCs is not cteemed invalid solely because 
the agreement was not entered into contemporaneously with the acquisition of the 
collateral or because of pledges, delivery, or substitution of the collateral made 
under the agreement Section 13(e), whidi codifies the so-called I^Oench Duhme* 
doctrine, has been particularly troublesome in the context of coUateralised QFCs, 
which require the posting and return of collateral on an oncoing basis based on the 
mark-to-market value ofthe transaction at any time. Lmu opinions rMunding the 
enforceability of sudi collateral often have been reasoned; based on an FDIC policy 
statement llie amendment will provide some much-needed legal certainty. 

The concepts embodied in the Act are a result of a collaborative effort between 
the President's Working Group on Finandal Biarkets and a broad coalition of par- 
tidpants in the finanaal services industiy, induding several RoundtaUe member 
companies. Tlie President's Working Group reiterated the importance of these provi- 
sions in its recent rmwrt on hedge ninds, ^edge Funds, Leverage, and the Lessons 
of Long-Term Capital Management" (April 1999). Noting that the President's Work- 
ing Group had ursed Congress last year to ei^and and improve provisions in the 
Bankruptcy Code that are similar to the provisions in the Act, the report states: 

IHlad termination not been available to the LTCM Fund's counterparties in the 
banlorupt^ process, the uncertainty as to whether these contracts would be per- 
formed would have created ipreat uncertain^ and disruptions in these same mar- 
kets, coupled with substantial uncontrollable maritet nsk to the counterparties. 
The inability to exercise dose-out netting rights could well have resultea in an 
even worse market situation if the LTCM Fund had filed for bankrupt^ thim the 
exerdse of such rights in this situation. 

These oondusions apply equally to the amendments provided for in this bill. 
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Concluaioii 

In summary, the proviBions of the Act are mostly technical and entirely consistent 
with the existing safe harbors in the FDIA that protect capital markets transactions 
firom the powers of the receiver or conservator to stay or repudiate contracts. But 
they are extremely important changes that would increase legal certainly, reduce 
risks to individual counterparties and to the system as a whole, and shoulcl enhance 
the liquidiW of the capital markets. We urge you to resolve tluft jjurisdictional dis- 
putes that nave affected the passage of bankrupt^ reform legislation, including the 
Act, and to pass these laws auickly. 

I am happy to have had this opportunity to provide these views on behalf of The 
Financial services Roundtable, ana would be glad to answer any questions. 



PREPARED STATEMENT OF DON THOMPSON 

Vice President and Assistant General Counsel 
J.P. Morgan & Company, Inc., New York, New York 

ON BEHALF OF THE 

American Bankers Association and the ABA Securities Association 

May 5, 1999 

Iniroduetion 

Mr. Chairman, I am Don Thompson, Vice President and Assistant General Coun- 
sel of J.P. Morgan & Company, Incorporated. I have represented J.P. Morgan in its 
full range of derivatives activities since 1987. In this capacity, I have overall respon- 
sibility for reviewing the l^al enforceability of derivatives contracts, including en- 
forceability of contract netting provisions. XP. Morgan is one of the world's largest . 
derivatives dealers and has been active in the global derivatives markets as an end 
user and dealer since 1985. J.P. Morgan makes markets in derivatives related to 
the interest rate, foreign exchange, equity, commodity, and credit markets globally 
and, as of the end of 1998, had outstanding derivatives contracts with notional 
amounts in excess of $5 trillion. 

I am also an active participant in various industry trade associations specifically 
targeted to derivative activities, including the International Swaps and Derivativea 
Association and tho American Bankers Association's securities affiliate, the ABASA. 
In these capacities, I have participated extensively in drafting netting agreements 
that serve as industry templates, reviewing le|;al opinions relating to netting, and 
otherwise educating our industry and other mterested parties about derivatives 
transactions and iSe benefits associated with netting. It is on behalf of the ABA^ 
and ABASA 2 that I appear here today, Mr. Chairman. 

Mr. Chairman, I commend vou for holding this hearing on the need to update 
bank insolvency laws, particularly as those laws apply to the treatment of swap 
agreements, repurdiase agreements, securities contracts, and other similar financial 
instruments. Tiie issues under consideration by this Committee are very important 
to J.P. Morgan, to the membership of the ABA and ABASA, and to the derivatives 
market aa a whole. 

Commercial banks use derivative instruments both as end users and as dealers. 
As end users, commercial banks, much like other corporations, generally use deriva- 
tive instruments to manage their own institution's risks and reduce ninding costs, 
thereby enabling them to make credit more widely available in their local commu- 
nities. It has been estimated that approximately 460 banks used derivative con- 
tracts in 1998. 

Many of ABASA's members, including my own organixation, along with noobank 
broker-dealer affiliates and other commercial firms, also serve as derivatives deal- 
ers, capitalizing on, among other things, their ability to understand the financial 
needs and risk management objectives of their many customers. Dealers generally 
do not charge fees for arranging these transactions; rather their profits are earned 
fi!om spreads between the bia and offered prices on derivatives. 



1 The ABA brings toji^ether all categories of banking institutiona to beat represent the interesta 
of thia rapidly changing induatry. Ita memberahip— which indudea community, regional, and 
money center banka and bank holding companiea, aa weU aa aavinga aaaociationa, tniat oompe- 
niea, and aavinga banka — ^make ABA the largeat banking trade aaaociation in the country. 

>ABASA ia a leparately chartered trade aaaociation of the American Bankara Aaaodation, 
formed in 1995 te develop policy and provide repreaentation for thoae bank holding oompwuiaa 
involved in, among other thmga, aecuntiea underwriting and dealing and derivativea activitiea. 
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As both end usen and dealers, oommerdal banks are sulgect to the insolvent 
provisions of the FDIA, while nonbank partidiMaits are sulgect to the Bankrupt^ 
Code. Congross has previously recognized the importance of having all participants 
in the derivatives markets operate under insolvency regimes that are consistent. To 
that end, the FDIA has been amended several times in the past to reduce inconsist- 
encies between the insolvency provisions of the FDIA and the Bankrupt^ Code. 

The ABA and the ABASA urge the Committee to amend the Federal Deposit In- 
surance Act (FDIA) to provide ror greater certainty regarding the types of financial 
contracts eligible for netting and to explicitly permit eligible counterparties to net 
exposures across different ^pes of financial contracts. Similar amendments to the 
Bankruptcy Code were recently approved l^ the Senate Committee on the Judiciary. 

The amendments suggested today are Uurgely based upon the proposals previously 
suggested by the President's Working Group on Financial Markets. Only last week, 
the Working Group reiterated its support for these amendments in its report to the 
Congress entitled, Hedge Funds, Leverage, and the Leewna of Long-Term Capital 
Management, 

As the Subcommittee has recognized, the amendmaats advocated herein have two 
principal purposes: 

• To strengthen the provisions of the FDIA that protect the enforceability of ac- 
celeration, termination, liquidation, close-out netting, collatml foreclosure, and 
related provisions of financial agreements and transactions, and 

• To harmonize the treatment of these financial agreements and transactions 
under the Bankrupt^ Code and the FDIA. 

Mr. Chairman and Members of the Subcommittee, the need for these amaadments 
is real. 

Innovation in the markets has created ambiguities as to whether certain ^fpes of 
instruments fit within the categories of instruments defined in the FDIA as eligible 
for netting. These ambiguities need to be addressed. As the Subcommittee is well 
aware, netting is important because it enables parties to those transactions to re- 
duce both their risk exposure to individual counterparties as well as their a^regate 
risk exposure. In reducing exposures, counterparties also reduce systemic risk, t.e, 
the likelihood that one counterparty failure will contribute to the failure of other 
market participants and eventual financial market disruption. 

The credit derivatives market provides an excellent example of a market where 
innovation and legitimate risk management practices are being hampered l^ a lack 
of legal certainty concerning the netting treatment of credit derivatives under the 
Banloruptcy Code and the FDIA. This lack of legal certainty has resulted in some 
of J.P. Morgan's clients declining to enter into legitimate risk management trans- 
actions linked to credit because of the lack of certainty that their exposure to Bfor- 
gan under those credit-linked transactions could be netted and o£bet against other 
derivative transactions with Morgan. 

Without legal certainty, innovation can be stifled in the UJ3. capital markets and 
participants placed at a competitive disadvantage to other countries that broadly 
recognize and give effect to netting provisions. 

Amendments to the FDIA are also needed to remove legal uncertainties with re- 
spect to the ability of market participants to net one type of exposure (e^., under 
repurchase agreements) against another type of exposure (e^r., under swap agree- 
ments) under a so-called "master netting agreement* Cross-preduct netting reduces 
systemic risk and improves liquidity in the markets for these financial instruments. 

By approving the proposed amendments to the Federal Deposit Insurance Act, the 
process begun in previous congresses of ensuring coosistenqr between bank insol- 
vency laws and the Bankruptcy Code will continue unabated. Consistency between 
the insolvency laws as they apply to all counterparties, bank and nonbank alike, 
wiU extend the benefits of netting to all market participants and maximiie its bene- 
fits for our economy as a whole. 

Conelusioii 

In conclusion, we strongly urge the Committee to approve the proposed amend- 
ments to the Federal Deposit Insurance Act and look forward to early consideration 
1^ the Senate. 

Thank you. 



Digitized by 



Googk 



27 



n 



106th congress 
IsT Session 



S.958 



To amend oertaiii bankmg and aecaiities lam with respect to financial 
contracts. 



IN THE SENATE OP THE UNITED STATES 

Mat 4, 1999 

Mr. Bbnnbtt introdnoed the following bill; which was read twice and referred 

to the Committee on Banking, Housing, and Urhan Affisirs 



A BILL 

To amend certain banking and securities laws with respect 
to financial contracts. 

1 Be it enacted by the Senate and House of Bepresenta- 

2 tives of the United States of America in Congress assenibled, 

3 SBC110Nl.SB0BTTniJB; TABLE OF GOKTENTS. 

4 (a) Short Tttle. — ^This Act may be cited as the 

5 "Financial Institutions Inaoiveney Improvement Act of 

6 1999". 

7 (b) Table op Contents. — ^The table of contents for 

8 this Act is as follows: 

See. 1. Short tide; table of contents. 

See. 2. Treatment of oertain agreements fay eonservaton or reeeiven of insured 

depoaitoiy institations. 
See. 3. Anthority of the Coiporation with reqieet to fiuled and fiuling instita- 
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See. 4. Amcndineiite relating to trMMfaim of qualified fhumekl eontnwti. 
See. 5. Amendments relatinff to diiinfffnniinfie or repudiation of qualified finan- 
cial oontraeta. 
See. 6. Clarifying amendment relatinff to master agreements. 
See. 7. Federal Deposit Insnranoe Cotporation Improvement Ast of 1991. 
See. 8. Reeordkeeping requirements. 

See. 9. Enmptions fttmi eontemporaneoua execution requimnent. 
Sec 10. SIFC st^r. 

Sec 11. Federal Reserve collateral requirements. 
See. 12. Effective date; application of amendments. 

1 SEC. S. TREATMENT OF C3BBTAIN AGBEEBfENTS BT CON- 

2 SERVATORS OR RECEIVERS OF INSURED DE- 

3 POSITORTINSTITUnON& 

4 (a) Definition of Qualified Financial CON- 
S' TRACT.— Section ll(e)(8)(D)(i) of the Federal Deposit In- 

6 sorance Act (12 U.S.C. 1821(e)(8)(D)(i» is amended l^ 

7 inserting ^\ resohitiony or order" after ''any similar agree- 

8 ment that the Corporation determines l^ regulation". 

9 (b) Definition of Securtties Contract.— Sec- 

10 tion ll(e)(8)(D)(ii) of the Federal Deposit Insoranoe Act 

11 (12 U.S.C. 1821(e)(8)(D)(ii)) is amended to read as fol- 

12 lows: 

13 "(ii) Securities contract. — ^The 

14 term 'securities contract' — 

15 "(I) means a contract for the 

16 purchase, sale, or loan of a security, a 

17 certificate of deposit, a mortgage loan, 

18 or ai^ interest in a mortgage loan, a 

19 group or index of securities, certifi- 

20 cates of deposit, or mortgage loans or 
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1 interests therein (including any inter- 

2 est therein or based on the vahie 

3 thereof) or any option on any of the 

4 foregoing, including any option to 

5 purchase or sell any such security, 

6 certificate of deposit, loan, interest, 

7 group or index, or option; 

8 ''(n) does not include any pur- 

9 chase, sale, or repurchase obligation 

10 under a participation in a commercial 

11 mortgage loan unless the Corporation 

12 determines by regulation, resolution, 

13 or order to include any such agree- 

14 ment within the meaning of sudi 

15 term; 

16 ''(in) means any option entered 

17 into on a national securities exchange 

18 relating to foreign currencies; 

19 ''(IV) means the guarantee by or 

20 to any securities clearing agency of 

21 any settlement of cash, securities, cer- 

22 tificates of deposit, mortgage loans or 

23 interests therein, group or index of se- 

24 curities, certificates of deposit, or 

25 mortgage loans or interests therein 
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1 the porchaae or sale of a oommodity 

2 for ftiture ddiveiy on, or sulgect to 

3 the niles of, a contract market or 

4 board of trade; 

5 "(n) with req>ect to a foreign fti- 

6 tores commission motshant, a foreign 

7 ftiture; 

8 ^'(m) with reqieet to a leverage 

9 transaction merchant, a leverage 

10 transaction; 

11 **(TV) with reqieet to a clearing 

12 organisation, a contract for the pnr- 

13 chase or sale of a commodity for fti- 

14 tore ddiveiy on, or snlQeet to the 

15 rules of, a contract market or board 

16 of trade that is cleared fay sudi clear- 

17 ing organisation, or commodity qption 

18 traded on, or snlgeet to the rules of, 

19 a contract market or board of trade 

20 that is cleared fay sudi clearing orga- 

21 nizaticm; 

22 ''(V) with req>ect to a ccnnmodity 

23 options dealer, a commodity q[ytion; 

24 **(yi) any other agreement or 

25 transaction that is similar to any 
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1 agreement or transactioii referred to 

2 in this clause; 

3 ^'(Vn) any combination of the 

4 agreements or transactions referred to 

5 in this clause; 

6 ''(Vm) any option to enter into 

7 any agreement or transaction referred 

8 to in this clause; 

9 ''(IX) a master agreement that 

10 provides for an agreement or trans- 

11 action referred to in subclause (I), 

12 (H), (m), (IV), (V), (VI), (Vn), or 

13 (Vm), together with all supplements 

14 to any sudi master agreement, with- 

15 out regard to iivhether the master 

16 agreement provides for an agreement 

17 or transaction that is not a ccmunod- 

18 ity contract under this clause, exoq[>t 

19 that the master agreemoit shaU be 

20 considered to be a commodity contract 

21 under this clause on^ with reqpect to 

22 each agreement or transaction under 

23 the master agreement that is referred 

24 to m subdanae (I), (D), (IH), (IV), 

25 (V), (VI), (Vn), or (Vm); or 
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1 ''(X) a security agreement or ar- 

2 rangement or other credit enhanoe- 

3 ment related to any agreement or 

4 transaction referred to in this 

5 clause.". 

6 (d) DEFiNmoN OF Forward Contract. — Section 

7 ll(e)(8)(D)(iv) of the Federal Deposit Insurance Act (12 

8 U.S.C. 1821(e)(8)(D)(iv)) is amended to read as foUom: 

9 "(iv) Forward oontract. — ^The 

10 term 'forward contract' means — 

11 ''(I) a contract (other than a 

12 commodity contract) for the purchase, 

13 sale, or transfer of a commodity or 

14 any similar good, article, service, 

15 right, or interest which is presentjjy or 

16 in the future becomes the sulgect of 

17 dealing in the forward contract trade, 

18 or product or byproduct thereof, with 

19 a maturity date that is more than 2 

20 days after the date on whidi the ccm- 

21 tract is entered into, including a re- 

22 purchase agreement, reverse r^ur- 

23 chase agreement, consignment, lease, 

24 swap, hedge transaction, deposit, loan, 

25 option, allocated transaction. 
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1 unallocated transaetioii, or any other 

2 similar agreement; 

3 ^'(n) any combination of agree- 

4 ments or transactions referred to in 

5 subclauses (I) and (m); 

6 'HID) any option to enter into 

7 any agreement or transaction referred 

8 to in subclause (I) or (11); 

9 *\TV) a master agreement that 

10 provides for an agreement or trans- 

11 action reterred to in subclauses (I), 

12 (n), or (m), together with all su^ple- 

13 ments to any sudi master agreement, 

14 without regard to iniiether the mast^ 

15 agreement provides for an agreement 

16 or transaction that is not a forward 

17 contract under this clause, except that 

18 the master agreement shaU be consid- 

19 ered to be a forward contract under 

20 this clause on^ with reqieet to each 

21 agreement or transaction under the 

22 master agreement that is referred to 

23 in subclause (I), (11), or (III); or 

24 ^^(V) a security agreement or ar- 

25 rangement or other credit enhance- 
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1 by the transferee of sach certificates 

2 of deposit, eligible bankers' accept- 

3 anceSy securities, loans, or interests 

4 with a simultaneous agreement by 

5 such transferee to transfer to the 

6 transferor thereof certificates of de- 

7 posit, eligible bankers' acceptances, 

8 securities, loans, or interests as de- 

9 scribed in this subclause, at a date 

10 certain that is not later than 1 year 

11 after the date of such transfers or on 

12 demand, against the transfer of fimds, 

13 or any other similar agreement; 

14 "(U) does not include any repur- 

15 chase obligation under a participation 

16 in a commercial mortgage loan unless 

17 the Corporation determines by regula- 

18 tion, resolution, or order to include 

19 any such participation within the 

20 meaning of such term; 

21 ''(in) means any c<nnbination of 

22 agreements or transactions referred to 

23 in subclauses (I) and (IV); 
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1 ''(IV) means any option to enter 

2 into any agreement or transaction re- 

3 ferred to in sabelause (I) or (III); 

4 ''(V) means a master agreement 

5 that provides for an agreement or 

6 transaction referred to in sabelause 

7 (I), (m), or (IV), together with aU 

8 supplements to any sudi master 

9 agreement, without regard to whether 

10 the master agreement provides for an 

1 1 agreement or transaction that is not a 

12 repurchase agreement under this 

13 clause, except that the master agree- 

14 ment shall be considered to be a re- 

15 purchase agreement under this sub- 

16 clause only with respect to each agree- 

17 ment or transaction under the master 

18 agreement that is referred to in sub- 

19 clause (I), (m), or (IV); and 

20 ''(VI) means a security agree- 

21 ment or arrangement or other credit 

22 enhancement related to any agree- 

23 ment or transaction referred to in 

24 subclause (I), (IE), (IV), or (V). 
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1 For purpoaes of this clauae, the term 

2 'qualified foreign government aeenrily' 

3 means a seenrily that is a direet obligation 

4 of y or that is ftil^ guaranteed by, the 

5 central government of a member of the Qr^ 

6 ganization for Economic Cooperation and 

7 Develoimient (as determined l^ regalati<m 

8 or order adopted l^ the f^ipropriate Fed- 

9 oral banking authority).". 

10 (f) Definition of Swap Aorbbment.— The Fed- 

11 eral Deposit Insurance Act (12 U.S.C. 1821(e)(8)(D)(vi)) 

12 is amended to read as follows: 

13 ''(vi) Swap aorbembnt.— The term 

14 ^swap agreement' — 

15 ^'(I) means any agreement, in- 

16 eluding the terms and conditions in- 

17 corporated by referaice in any such 

18 agreement, that is— 

19 ''(aa) an interest rate swap, 

20 option, ftiture, or forward agree- 

21 ment, inchiding a rate floor, rate 

22 cap, rate collar, eross-eurrency 

23 rate swap, and basis swap; 

24 '^(bb) a qpot, same d^y-to- 

25 morrow, tomorrow-next, forward. 
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1 or other foreign exchange or pre- 

2 cious metals agreement; 

3 ''(oc) a eurrenqr swap, op- 

4 tion, fature, or forward agree- 

5 ment; 

6 "(dd) an eqahy index or eq- 

7 uily swap, option, foture, or for- 

8 ward i^^reement; 

9 ''(ee) a debt index or debt 

10 swap, option, future, or forward 

11 agreement; 

12 ''(ff) a credit q>read or cred- 

13 it swap, option, future, or for- 

14 ward agreement; or 

15 "(SK) a commodity index or 

16 commodity swap, option, ftiture, 

17 or forward agreement; 

18 "(n) means any agreement or 

19 transaction that is similar to any 

20 other agreement or transaction re- 

21 ferred to in this clause, that is pres- 

22 entlly, or in the future becomes, regu- 

23 larlty entered into in the swap market 

24 (mchiding terms and conditions incoi^ 

25 porated by reference in such agree- 
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1 meat), and that is a forward, wmspj 

2 ftiture, or qption on 1 or more rates, 

3 eurreneiea, oommoditiea, equity aeeori- 

4 ties or other eqahy instmments, debt 

5 seeorities or other debt uistnunents, 

6 or eeonomie indices or measures of 

7 eeonomie risk or vahie; 

8 ^^ni) means any combination of 

9 agreements or transactions referred to 

10 in this clause; 

11 ^^(IV) means any option to enter 

12 into any agreonent or transaction re- 

13 feired to in this clause; 

14 "(V) means a mast^ agreement 

15 that iHTovides for an agreement or 

16 transaction refenred to in subclause 

17 (I), (H), (m), or (IV), together with 

18 all supplements to any such master 

19 agreement, without regard to whether 

20 the master agreement contains an 

21 agreement or transaction that is not a 

22 swap agreement under this clause, ex- 

23 cept that the mast^ agreement shaU 

24 be conndered to be a swap agreement 

25 under this clause on^ with req>ect to 
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1 each agreement or transaction under 

2 the master agreement that is referred 

3 to in subclause (I), (11), (III), or (IV); 

4 ''(VI) means any security agree- 

5 ment or arrangement or other credit 

6 enhancement related to any agree- 

7 ments or transactions referred to in 

8 subparagraph (I), (11), (m), or (IV); 

9 and 

10 ''(Vn) is applicable for purposes 

11 of this Act only, and shall not be con- 

12 strued or applied so as to challenge or 

13 affect the characterization, definition, 

14 or treatment of any swap agreement 

15 under any other statute, regulation, or 

16 rule, including, the Securities Act of 

17 1933, the Securities Exchange Act of 

18 1934, the Public Utility Holding Com- 

19 pany Act of 1935, the Trust Inden- 

20 ture Act of 1939, the Investment 

21 Company Act of 1940, the Investment 

22 Advisers Act of 1940, the Securities 

23 Investor Protection Act of 1970, the 

24 Commodity Exchange Act, and the 

25 regulations promulgated by the Secu- 
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1 rities and Exchange Commission or 

2 the Commodity Futures Trading 

3 Commission.". 

4 (g> Definition op Transfer. — Section 

5 ll(e)(8)(D)(viii) of the Federal Deposit Insurance Act (12 

6 U.S.C. 1821(e>(8)(D)(viii)) is amended to read as foUows: 

7 "(viii) Transfer. — ^The term 'trans- 

8 fer' means eveiy mode, direct or indirect, 

9 absolute or conditional, voluntaiy or invol- 

10 untaiy, of disposing of or parting with 

11 property or with an interest in property, 

12 including retention of title as a security in- 

13 terest and foreclosure of the depositoiy 

14 institutions's equity of redemption.". 

15 (h) Treatment of Qualified Financial Con- 

16 TRACTS.— Section 11(e)(8) of the Federal Deposit Insur- 

17 ance Act (12 U.S.C. 1821(e)(8)) is amended— 

18 (1) in subparagraph (A), by striking "para- 

19 graph (10)" and inserting ''paragraphs (9) and 

20 (10)"; 

21 (2) in subparagraph (A)(i)y by striking ''to 

22 cause the termination or liquidation" and inserting 

23 "such person has to cause the termination, liquida- 

24 tion, or acceleration"; 
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1 (3) by striking clause (ii) of subparagraph (A) 

2 and inserting the following: 

3 ''(ii) any right under aiiy security 

4 agreement or arrangement or other credit 

5 enhancement related to 1 or more qualified 

6 financial contracts described in clause (i); 

7 or"; and 

8 (4) by striking clause (ii) of subparagraph (E) 

9 and inserting the following: 

10 ''(ii) any right under aiiy security 

11 agreement or arrangement or other credit 

12 enhancement related to 1 or more qualified 

13 financial contracts described in dause (i); 

14 or". 

15 (i) Avoidance of Transfers. — Section 

16 ll(e)(8)(C)(i) of the Federal Deposit Insurance Act (12 

17 U.S.C. 1821(e)(8)(C)(i)) is amended by insoiing "section 

18 5242 of the Revised Statutes (12 U.S.C. 91), or aiqr other 

19 Federal or State law relating to the avoidance of prrf- 

20 erential or fittudulent transfers/' before "the Corpora- 

21 tion". 
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1 gB&S.AIflB0RnTOFTHBGORPOBATI0NWlIHl 

2 TOFiaiJD>ANDFAajiraiNSiTrim<»«. 

3 (a) In Obnbbal. — Seetkm 11(e)(8) of the Federal 

4 Deposit Insuranee Aet (12 U.S.C. 1821(e)(8)) is amend- 

5 ed— 

6 (1) in sabparagnm>h (E), by striking ^^other 

7 than paragnq[>h (12) of this subsection, sabseetion 

8 (d)(9)" and inserting "other tlian subsections (d)(9) 

9 and (e)(10)''; and 

10 (2) by adding at the eaad the foUowing: 

1 1 ''(F) Clarifigation.— No provision of law 

12 shall be construed as limiting the right or 

13 power of the Coiporation, or authorising aiiy 

14 court or ageni^ to limit or delay, in aiiy man- 

15 ner, the rig^t or pow^ of the Coiporation to 

16 transfer sjoy qualified financial contract in ae- 

17 cordance with paragraphs (9) and (10) or to 

18 disafOrm or repudiate any such contract in ae- 

19 cordance with subsection (e)(1). 

20 ''(O) WaijKaway clauses not effeo 

21 TIVB. — 

22 "(i) In general.— Notwithstanding 

23 the provisions of subparagraidis (A) and 

24 (E), and sections 403 and 404 of the Fed- 

25 eral Deposit Insurance Corporation Im- 

26 provement Act of 1991, no walkaway 
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1 clause shaU be enforceable in a qualified fi- 

2 nancial contract of an insured depositoiy 

3 institution in de&ult. 

4 "(ii) Walkaway clause defined. — 

5 For puiposes of this subparagraj^, the 

6 term Sralkaway clause' means a provision 

7 in a qualified financial contract that, after 

8 calculation of a value of a party's position 

9 or an amount due to or fix>m 1 of the par- 

10 ties in accordance with its terms upon ter- 

1 1 minatioUy liquidation, or acceleration of the 

12 qualified financial contract, either does not 

13 create a payment obligation of a party or 

14 extinguishes a payment obligation of a 

15 party in whole or in part solely because of 

16 such party's status as a nonde&ulting 

17 party.". 

18 (b) Technical and Conformino Amendment. — 

19 Section ll(e)(12)(A) of the Federal Deposit Insurance 

20 Act (12 U.S.C. 1821(e)(12)(A)) is amended by insertmg 

21 ''or the exercise of ri^ts or powers by" after ''the ap- 

22 pointmentof. 
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1 gB&4.AIIBNDllOfrBSnATINGT0TIIAN8PBR8 0FQUAU. 

2 flBDllKANCIALCXmillAiCTa 

3 (a) Transfers of Qualified Financial Con- 

4 TRACTS TO FiNANCLOi INSTITUTIONS.— Seetion 11(e)(9) 

5 of the Federal DqxMdt Insaranoe Act (12 U.S.C. 

6 1821(e)(9)) k amended to read as follows: 

7 ''(9) Transfer of qualified financial con- 

8 TRACTa — 

9 ''(A) In general.— In making any trans- 

10 fer of assets or liabilities of a dqiositoiy instita- 

11 tion in de&mtt whieh inefaides aiiy qualified fi- 

12 naneial oontraet, the eona»rvator or receiver for 

13 sach dqMMEotoiy institation shall either — 

14 ^^(i) transfer to 1 financial institution, 

15 other than a financial institution for which 

16 a conservatw, recriver, trustee in bank- 

17 raptey, or other legal custodian has been 

18 appointed or which is otherwise the sulgeet 

19 of a bankruptiy at insohenqr proceeding — 

20 ^^(I) all qualified financial con- 

21 tracts between Bxsy person or way af- 

22 filiate of such person and the depori- 

23 toiy institution in defoult; 

24 ^'(11) all claims of such person or 

25 aiiy affiliate of such person against 

26 such depositoiy institution under aiiy 
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1 such contract (other than aiiy daim 

2 which, under the terms of aiiy such 

3 contract, is subordinated to the claims 

4 of general unsecured creditors of such 

5 mstitution); 

6 ''(ni) all claims of such deposi- 

7 toiy institution against such person or 

8 any afBliate of such person under aiiy 

9 such contract; and 

10 ''(IV) all property securing or 

11 any other credit enhancement for aiiy 

12 contract described in subclause (I) or 

13 any claim described in subclause (11) 

14 or (m) under any such contract; or 

15 ''(ii) transfer none of the quaUfied fi- 

16 nancial contracts, claims, property, or 

17 other credit enhancement referred to in 

18 clause (i) (with reqwct to such person and 

19 any affiliate of such person). 

20 ''(B) Transfer to foreign bank, for- 

21 EiON financial institution, or branch or 

22 AGENCY OF A FOREIGN BANK OR FINANCIAL IN- 

23 STITUTION. — In transferring any qualified fi- 

24 nancial contract and related claims and prop- 

25 erty pursuant to subparagraph (A)(i), the con- 
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1 servator or receiver for the depoedtoiy institu- 

2 tion shall not make such transfer to a foreign 

3 bank, financial institution organized under the 

4 laws of a foreign country, or a branch or agency 

5 of a foreign bank or financial institution unless, 

6 under the law applicable to such bank, financial 

7 institution, branch, or agency, to the qualified 

8 financial contract, and to any netting contract, 

9 any security agreement or arrangement or other 

10 credit enhancement related to 1 or more quali- 

11 fied financial contracts the contractual ri^ts of 

12 the parties to such qualified financial contracts, 

13 netting contracts, security agreements, or ar- 

14 rangements, or other credit enhancements are 

15 enforceable substantial]|y to the same extent as 

16 permitted under this section. 

17 "(C) Transfer op contract subject 

18 to the rules of a clearing oroaniza- 

19 TION. — ^If a conservator or receiver transfers 

20 any qualified financial contract and related 

21 claims, property, and credit enhancements pur- 

22 suant to subparagraph (A)(i) and such contract 

23 is sulgect to the rules of a clearing organiza- 

24 tion, the clearing organization shall not be re- 
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1 * quired to accept the transferee as a member by 

2 virtue of the transfer. 

3 ''(D) DEFiNrnoN.— For purposes of this 

4 paragraph, the term 'financial institution' 

5 means a broker or dealer, a depositoiy institu- 

6 tion, a fiitures commission merchant, or aiiy 

7 other institution that the Coiporation deter- 

8 mines, by regulation, to be a financial insdtu- 

9 tion.". 

10 (b) Notice to Qualified Financial Contract 

11 Counterparties. — Section ll(e)(10)(A) of the Federal 

12 Deposit Insurance Act (12 U.S.C. 1821(e)(10)(A)) is 

13 amended by striking the flush material immediately fol- 

14 lowing clause (ii) and inserting the following: 

15 "the conservator or receiver shall notify any 

16 person who is a party to any such contract of 

17 such transfer by 5:00 p.m. (eastern time) on 

18 the business day foUowing the date of the ap- 

19 pointment of the receiver in the case of a re- 

20 ceivership, or the business day following such 

21 transfer in the case of a conservatorship.". 

22 (c) Rights Against Receiver and Treatbcent of 

23 Bridge Banks. — Section 11(e) (10) of the Federal De- 

24 posit Insurance Act (12 U.S.C. 1821(e)(10)) is amend- 

25 ed— 
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1 (1) by redesigiiating subparagraph (B) as sab- 

2 paragraph (D); and 

3 (2) by insertiiig aftor sabparagraph (A) the fol- 

4 lowing: 

5 'HB) Cbbtain rights not enforcb- 

6 ABLE. — 

7 ''(i) Rbgbivbrship. — A person ¥iio is 

8 ia parly to a qualified financial oontraet 

9 with an insured dqiositoiy institution may 

10 not exetsise axxy right such person has to 

11 t^ninatey liquidate, or net such contract 

12 under paragrairii (8)(A) or section 403 or 

13 404 of the Federal Deposit Insurance Cor^ 

14 poraticm Improvemadt Act of 1991, solely 

15 by reason of or incidental to the appoint- 

16 ment of a receiver for the dqiositoiy insti- 

17 tution (or the insohenqr or financial condi- 

18 tion of the depositoiy institution for which 

19 the receiver has been appointed) — 

20 ''(I) until 5:00 p.m. (eastern 

21 time) on the business day following 

22 the date of the appointment of the re- 

23 oeiver; or 

24 "(n) aftar the person has re- 

25 oeived notice that the contract has 
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1 been transferred pursuant to para- 

2 graph (9)(A). 

3 ''(ii) Conservatorship.— A person 

4 ¥^o is a party to a qualified financial eon- 

5 tract with an insured depositoiy institution 

6 may not exercise any rig^t such person has 

7 to terminate^ liquidate, or net such oon- 

8 tract under paragra[di (8)(E) or section 

9 403 or 404 of the Federal Deposit Insur- 

10 anoe Corporation Improvement Act of 

11 1991, solely by reason of or incidental to 

12 the appointment of a conservator for the 

13 depositoiy institution (or the insolvency or 

14 financial condition of the depositoiy insti- 

15 tution for vMcih the conservator has been 

16 appointed). 

17 "(iii) Notice. — For purposes of this 

18 paragraph, the Corporation as receiver or 

19 conservator of an insured depositoiy insti- 

20 tution shaU be deemed to have notified a 

21 person who is a party to a qualified finan- 

22 cial contract with such depositoiy institu- 

23 tion if the Corporation has taken steps 

24 reasonably calculated to provide notice to 
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1 saeh person by the time specified in sab- 

2 paragraph (A). 

3 ''(C) TREATlfSNT OF BRIDOB BANKS.— A 

4 financial institution for which a conservator, re- 

5 ceiver, tnistee in bankruptcy, or other legal cus- 

6 todian has been appointed or that is otherwise 

7 the sutgeet of a bankruptcy or insolvemy pro- 

8 ceeding for puiposes of subsection (e)(9) does 

9 not include^ 

10 ''(i) a bridge bank; or 

1 1 ''(ii) a depositoiy instituti(»i organised 

12 . by the Corporation, for which a conserva- 

13 tor is iqnx>inted either — 

14 ''(I) inunediatdly upon the oifia- 

15 nisation of the institution; or 

16 ''(11) at the time of a purchase 

17 and assumption transaction between 

18 such institution and the Coiporation 

19 as receiver for a depositoiy institution 

20 m de&mlt". 

21 aC i. AMBNDIIBNTB SDAIINO TO IIIBAnnifANGB <» 

22 KBPUDIAllON or QUALDIBD IDCAIiCIAL 

23 CCMfnUCTB. 

24 Section 11(e) of the Federal Deposit Insurance Act 

25 (12 U.S.C. 1821(e)) is amended— 
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1 (1) by redegignating paragraphs (11) throu^ 

2 (15) as paragraphs (12) throui^ (16), reflpectively; 

3 (2) in paragraph (8)(C)(i), by striking "(11)'' 

4 and inserting ''(12)"; 

5 (3) in paragraph (8)(E), l^ striking ''(12)" and 

6 inserting "(13)"; and 

7 (4) by inserting after paragraph (10) the fol- 

8 lowing new paragraph: 

9 "(11) DlSAFFmHANGE OR REPUDIATION OF 

10 QUALIFIED FINANCIAL CONTRACTS. — In exercising 

11 the ri^t to disafBrm or repudiate with respect to 

12 any qualified financial contract to which an insured 

13 depositoiy institution is a party, the conservator or 

14 receive for such institution shall either — 

15 "(A) disaffirm or repudiate all qualified fi- 

16 nancial contracts between — 

17 "(i) any person or any affiliate of 

18 such person; and 

19 "(ii) the depositoiy institution in de- 

20 fault; or 

21 "(B) disaffirm or repudiate none of the 

22 qualified financial contracts referred to in sub- 

23 paragraph (A) (with respect to such person or 

24 any affiliate of such person).". 
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1 SBC. S. CLAUFyiNG AMENDMENT SKIATING TO MASTER 



2 

3 Section ll(e)(8)(D)(vii) of the Federal Deposit In- 

4 sarance Act (12 U.S.C. 1821(e)(8)(D)(vii)) is amended to 

5 read as foUoiivs: 

6 ''(vii) Treatment of master 

7 agreement as 1 AGREEMENT.— Any mas- 

8 ter agreement for any contract or agree- 

9 ment described in aiiy preceding clause of 

10 this subparagraph (or aiiy master agree- 

11 ment for such master agreement or agree- 

12 ments), together with all sujqilemaits to 

13 such master agreement, shall be treated as 

14 a sin^^e agreement and a sin^ qualified 

15 financial contract. If a master agreement 

16 contains provisions relating to agreements 

17 or transactions that are not themselves 

18 qualified finandal contracts, the master 

■> 

19 agreement shall be deemed to be a quali- 

20 fied financial contract on^ with reqwct to 

21 those transactions that are themselves 

22 qualified financial contracts.". 
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1 SBC. 7. FBDERAL DEPOSIT INSURANCE COBPORAHON Df- 

2 FROVEBIENT ACT OF 1991. 

3 (a) Definitions. — Section 402 of the Federal De- 

4 posit Insurance Corporation Improvement Act of 1991 (12 

5 U.S.C. 4402) is amended— 

6 (1) in paragraph (6) — 

7 (A) by redesignating sabparagrai^ (B) 

8 through (D) as subparagraphs (C) through (E), 

9 respectively; 

10 (B) by inserting after subparagraph (A) 

1 1 the following new subparagraph: 

12 ''(B) an uninsured national bank or an un- 

13 insured State bank that is a member of the 

14 Federal Reserve System, if the national bank or 

15 State member bank is not eligible to make ap- 

16 plication to become an insured bank under sec- 

17 tion 5 of the Federal Dqx)sit Insurance Act;"; 

18 and 

19 (C) by striking subparagraph (C) (as re- 

20 designated) and inserting the following: 

21 ''(C) a branch or agency of a foreign bank, 

22 a foreign bank and any branch or agency of the 

23 foreign bank, or the foreign bank that estab- 

24 lished the branch or agency^ as those terms are 

25 defined in section 1(b) of the International 

26 Banking Act of 1978;"; 



IIS 



Digitized by 



Googk 



67 

31 

1 (2) in paragraph (11), by inserting before the 

2 period "and angr other clearing organization with 

3 whieh saeh clearing m-ganization has a netting con- 

4 tract"; 

5 (3) in paragraph (14)(A)9 by gtriking danae (i) 

6 and inserting the following: 

7 ^^(i) means a contract or agreement 

8 between 2 or more financial institationSy 

9 clearing (H-ganizationSy or members that 

10 provides for netting present or fiitnre pay- 

11 meat obligations or payment entitlements 

12 (indading liquidation or doseout vahies re- 

13 lating to such obligations or entitlements) 

14 among the parties to the agreement; and"; 

15 and 

16 (4) by adding at the eaad the following new 

17 paragraph: 

18 "(15) Payment. — The term "payment' means a 

19 payment of United States dollars, another cmrency, 

20 or a composite currency, and a noncash dehveiy, in- 

21 duding a payment or deliveiy to liquidate an 

22 unmatured obligation/^ 

23 (b) ENFOBCRABiLrry of Bilatbral Nbttino Oon- 

24 TRACTS. — Section 403 of the Federal Deposit Insurance 
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1 Corporation Improvement Act of 1991 (12 U.S.C. 4403) 

2 is amended — 

3 (1) by striking sabseetion (a) and inserting the 

4 following: 

5 ''(a) General Rule. — ^Notwithstanding any other 

6 provision of Federal or State law (other than paragraphs 

7 (8)(E), (8)(F), and (10)(B) of section 11(e) of the Federal 

8 Deposit Insurance Act or any order authorized under sec- 

9 tion 5(b)(2) of the Securities Investor IVotection Act of 

10 1970, the covered contractual payment obligations and the 

11 covered contractual payment entitlements between any 2 

12 financial institutions shaU be netted in accordance with, 

13 and subject to the conditions of, the terms of any applica- 

14 ble netting contract (except as provided in section 

15 561(b)(2) of title 11, United States C!ode)."; and 

16 (2) by adding at the end the following new sub- 

17 section: 

18 ''(f) Enforceability of Svcurtty Agree- 

19 MENTS. — ^The provisions of any security agreement or ar- 

20 rangement or other credit enhancement related to 1 or 

21 more netting contracts between any 2 financial institu- 

22 tions shall be enforceable in accordance with their terms 

23 (except as provided in section 561(b)(2) of title 11, United 

24 States C!ode) and shall not be stayed, avoided, or otheiwise 

25 limited by any State or Federal law (other than para- 
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1 graphs (8)(E), (8)(F), and (10)(B) of section 11(e) of the 

2 Federal Deposit Insorance Act and section 5(b)(2) of the 

3 Securities Investor Ph>tectk>n Act of 1970).". 

4 (c) ENFORCBABILITy OF C!lEARING ORGANIZATION 

5 Nettino Gontracts.— Section 404 of the Federal De- 

6 posit Insurance Corporation Improvement Act of 1991 (12 

7 U.S.C. 4404) is amended— 

8 (1) fay striking subsection (a) and inserting the 

9 followingt 

10 "(a) General Rule. — ^Notwithstanding axxy other 

11 provision of Federal or State law (other than paragraphs 

12 (8)(E), (8)(F), and (10)(B) of section 11(e) of the Federal 

13 Deposit Insurance Act or any order authorized under sec- 

14 tion 5(b)(2) of the Securities Investor Ph>tection Act of 

15 1970) the covered contractual payment obligations and the 

16 covered contractual payment entitlements of a member of 

17 a clearing organization to and from aU other members of 

18 the clearing organization shall be netted in accordance 

19 withy and sulgect to the conditions of, the terms of any 

20 applicable netting contract (except as provided in section 

21 561(b)(2) of title 11, United States Code)."; and 

22 (2) fay adding at the end the foUowing new sub- 

23 section: 

24 ''(h) ENFORCEABiLrry of Security Aoree- 

25 BIENTS. — The provisions of any security agreement or ar- 
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1 rangement or other eredit enhanoement related to 1 or 

2 more netting contracts between any 2 members of a clear- 

3 ing organization shall be enforceable in aoomdance with 

4 their terms (except as provided in section 561(b)(2) of 

5 title 11, United States Code) and shall not be stayed, 

6 avoided, or otherwise limited fay any State or Federal law 

7 (other than paragraphs (8)(E), (8)(F), and (10)(B) of sec- 

8 tion 11(e) of the Federal Deposit Insurance Act and sec- 

9 tion 5(b)(2) of the Securities Investor Protection Act of 

10 1970).". 

11 (d) ENFORCEABIUTy OP CONTRACTS WFTH UNIN- 

12 8URED National Banks and Uninsured Federal 

13 Branches and Agencies. — ^The Federal Deposit Insur- 

14 ance Corporation Improyement Act of 1991 (12 U.S.C. 

15 4401 et seq.) is amended by adding at the end the foUow- 

16 ing: 

17 '^SC. 40S. TREATBIENT OF CONTRACTS WITH UNINSUBED 

18 NATIONAL BANKS AND UNINSUKBD FEDERAL 

19 BRANCHES AND ACSBNCIE& 

20 ''(a) In General. — ^Notwithstanding any other pro- 

21 vision of law, paragraphs (8), (9), (10), and (11) of section 

22 11(e) of the Federal Deposit Insurance Act shall appfy 

23 to an uninsured national bank or uninsured Federal 

24 branch or Federal agen^, except that for such purpose — 
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1 "(1) a^y reference to the 'Corporation as re- 

2 ceiver' or ^e receiver or the Corporation' shaU refer 

3 to the receiver of an uninsured national bank or un- 

4 insured Federal branch or Federal agen^ appointed 

5 by the ComptroUer of the Currency, 

6 "(2) any reference to the 'Corporation' (other 

7 than m section 11(e)(8)(D) of that Act), the 'Cor- 

8 poration, ndiether acting as such or as conservator 

9 or receiver*, a 'receiver*, or a 'conservator* shall refer 
10 to the receiver or conservator of an uninsured na- 
il tional bank or uninsured Federal branch or Federal 

12 agency appointed fay the Comptroller of the Cur- 

13 ren^; and 

14 "(3) any reference to an 'insured depositoiy in- 

15 stitution' or 'dqxMritoiy institution' shall refer to an 

16 uninsured national bank or an uninsured Federal 

17 branch or Federal agen^. 

18 "(b) LiABiLrry.— The liability of a receiver or con- 

19 servator of an uninsured national bank or uninsured Fed- 

20 eral branch or agen^ shaU be determined in the same 

21 manner and sulgect to the same limitations that apply to 

22 receivers and conservators of insured depositoiy institu- 

23 tions under section 11(e) of the Federal Deposit Insurance 

24 Act. 

25 "(c) Reoulatoby Authortty. — 
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1 "(1) In general. — ^The ComptroUer of the 

2 CurreiM^, in consultation with the Federal Dqposit 

3 Insorance Corporation, may promulgate regulations 

4 to implement this section. 

5 ''(2) Specific requirbment. — ^In promulgat- 

6 ing regulations to implement this section, the Comp- 

7 troUer of the Current shall ensure that the regula- 

8 tions generally are consistent with the regulations 

9 and policies of the Federal Dqwsit Insurance Cor- 

10 poration adopted pursuant to the Federal Deposit 

1 1 Insurance Act. 

12 ''(d) Definitions. — ^For purposes of this section, the 

13 terms 'Federal branch', 'Federal agency', and 'foreign 

14 bank' have the same meanings as in section 1(b) of the 

15 International Banking Act of 1978.". 

16 SBC.&BBCORDKEEPINGBEQUIBEMENTa 

17 Section 11(e)(8) of the Federal Deposit Insurance 

18 Act (12 U.S.C. 1821(e)(8)) is amended by adding at the 

19 end the foUowing new subparagraph: 

20 "(H) Becordkeepino requirements. — 

21 The Corporation, in consultation with the ap- 

22 propriate Federal banking agencies, may pre- 

23 scribe regulations requiring more detailed rec- 

24 ordkeeping with respect to qualified financial 
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1 contracts (inchidiiig market vahiationB) by in- 

2 sored depositoiy institations/'. 

3 SBC. 9. EZBMPnONB FROM CONTBMPORANBOUS EZECU- 

4 nONBBQinRBMENT. 

5 Section 13(e)(2) of the Federal Deposit Insurance 

6 Act (12 U.S.C. 1823(e)(2)) is amended to read as follows: 

7 ''(2) EXElfPTIONS FROM CONTElfPORANEOUS 

8 EXECUTION REQUIRBMENT. — 

9 ''(A) In GENERAL.— An agreement de- 

10 scribed in sabparagraph (B) shaU not be 

11 deemed to be invalid pursuant to paragraph 

12 (1)(B) solely on the basis — 

13 ''(i) that the agreement was not exe- 

14 cuted contemporaneousJIy with the acquisi- 

15 tion of the collateral; or 

16 ''(ii) of any pledge, deliveiy, or substi- 

17 tution of the collateral made in accordance 

18 with the agreement. 

19 ''(B) Agreement described.— An agree- 

20 ment is described in this subparagraph if it is 

21 an agreement to provide for the lawfiil 

22 collateralization of — 

23 ''(i) deposits of, or other credit exten- 

24 sion by, a Federal, State, or local govem- 

25 mental entity, or of any depositor referred 
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1 to in section 11(a)(2), including an agree- 

2 ment to provide collateral in Uea of a sur- 

3 ety bond; 

4 ''(ii) securities depodted under section 

5 345(b)(2) of title 11, United States Code; 

6 '^(iii) extensions of credit, including 

7 an overdraft, from a Federal reserve bank 

8 or Federal home loan bank; or 

9 ^'(iv) 1 or more qualified financial 

10 contracts (as defined in section 

11 11(e)(8)(D)).". 

12 SBC. 10. SIPC STAY. 

13 Section 5(b)(2) of the Securities Investor Protection 

14 Act of 1970 (15 U.S.C. 78eee(b)(2)) is amended by adding 

15 at the end the following new subparagrai^: 

16 "(C) Exception prom stay. — 

17 "(i) In general.— Notwithstanding 

18 section 362 of title 11, United States 

19 Code, neither the. filing of an application 

20 under subsection (a)(3) of this section nor 

21 a^y order or decree obtained l^ SIPC from 

22 the court shall operate as a stay of any 

23 contractual right of a creditor to liquidate, 

24 terminate, or accelerate a securities con- 

25 tract, commodity contract, forward con- 
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1 traet, reporehaae agreement, swap agree- 

2 menty w master netting agreement, each 

3 as ddined in title 11, United States Code, 

4 to ofGiet^ or net termination values, pay- 

5 ment anUfHmts, or other transfer obliga- 

6 tions arisi^ under or in connection with 1 

7 or more o^ sadi contracts or agreements, 

8 or to foredoae on axxy cash collatoid 

9 pledged fay the debtor, idiether or not with 

10 respect to 1 or more of sudi contracts or 

11 agreements. 

12 ''(ii) Stays on foreglosubb.— Not- 

13 withstanding danse (i), an application, 

14 order, or decree described therein may op- 

15 erate as a stay of the foredosmre on secnri- 

16 ties collatoid pledged fay the debtor, 

17 ndiethar or not with respect to 1 or more 

18 of such contracts or agreements, secmrities 

19 sold fay the debtor under a rqmrchase 

20 agreemoit or secorities lent under a secu- 

21 rities lending agreement 

22 ''(iii) Definition.— As used in this 

23 section, the term 'contractual rig^t' in- 

24 chides — 
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1 ^'(I) a right set forth in a rule or 

2 l^w of a national securities ex- 

3 change, a national securities associa- 

4 tion, or a securities clearing agen^; 

5 ''(H) & ngfat set forth in a bylaw 

6 of a clearing organization or contract 

7 market or in a resolution of the gov- 

8 eming board thereof; and 

9 ''(ni) a right, ndiether or not in 

10 writing, arising under common law, 

11 under law merchant, or by reason of 

12 normal business practice.". 

13 SBC. 11. FEDERAL RESERVE COUATEIUL RBQUIREMENTa 

14 Section 16 of the Federal Reserve Act (12 U.S.C. 

15 412) is amended in the second sentence of the second un- 

16 designated paragraph, by striking "acceptances acquired 

17 under section 13 of this Act" and inserting "acceptances 

18 aoquu^ under section lOA, lOB, 13, or 13A". 

19 sea IS. EFFBCnVE DATE; APPUCATION OF AMENDMENTS. 

20 (a) SEVERABnjTY. — ^If any provision of this Act or 

21 any amendment made by this Act, or the application of 

22 any such provision or amendment to any person or cir- 

23 cumstance, is held to be unconstitutional, the remaining 

24 provisions of and amendments made fay this Act and the 
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1 application of such other provisions and amendments to 

2 ai^ person or circumstance shall not be affected thereby. 

3 (b) Effective Date. — ^This Act and the amend- 

4 ments made by this Act shaU take effect on the date of 

5 enactment of this Act. 

6 (c) Application of Amendments. — ^The amend- 

7 ments made by this Act shall appfy with respect to cases 

8 commenced or appointments made under any Federal or 

9 Statelawafterthedateof enactment of this Act, but shaU 

10 not apply with respect to cases commenced or appoint- 

11 ments made under any Federal or State law before the 

12 dateof enactment of this Act. 

O 
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